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INSTITUTIONAL INVESTORS 
FLOCK TO SMART BETA 


With more than $400 billion in assets under management 
(and growing), smart beta ETFs have proven to be a smart 
choice for strategic money managers 


Exchange-traded funds, or ETFs, are in the news again, as inves- 
tors seek more actively managed options than standard passive 
funds that mirror traditional indexes. But as today’s smartest 
money managers can attest, the key ingredient in the secret sauce 
of smart, innovative portfolios is “smart beta.” 

Alternatively referred to as “strategic beta” and “intelligent 
beta,” smart beta ETF methodologies reside at the intersection 
between passive and active fund management — and for good 
reason. Passive investing in market-cap-weighted indexes has a 
limitation: As stocks gain in popularity, their prices rise and reflect 
investor overconfidence, leading to periods of overvaluation. The 
corrections that follow these periods are often sharp and painful 
to many investors. Meanwhile, actively managed funds have their 
own drawbacks, including higher management fees. 

Smart beta ETFs, on the other hand, rely on rules-based quanti- 
tative analysis to select stocks for their capital appreciation potential 
at low costT At the same time, they actively apply alternative 
weighting — based on factors such as sales, cash flow, book value or 
dividends — to a wide range of indexes, and employ strategies that 
seek a better risk-and-return trade-off than conventional indexes. 

For that reason, it’s no surprise that some money managers began 
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From 2010 to 2014, smart beta 
ETFs captured over 18% of US 
ETF equity inflows and now 
represent 12% of total industry 
assets. We anticipate that this 
trend will continue in 2015. 


gravitating to smart beta in a serious way during and after the 
financial downturn in 2008. 

In the midst of a highly uncertain economic climate and 
volatile markets, many experts moved away from traditional 
market-cap-weighted indexes, like the S&P 500, in favor of access 
to custom indexes, alternative weighting strategies and the use of 
filters to factor elements such as dividends, liquidity, volatility and 
risk. The goal: to outperform traditional benchmarks while reduc- 
ing risk and providing access to an array of focused investment 
opportunities. Additionally, smart beta ETFs are attractive because 
they cost less than actively managed funds while permitting more 
transparency^ and greater portfolio flexibility and diversification^. 

Now, the rest of the institutional investment world appears to 
be catching on to smart beta ETFs. 

Last spring, a study conducted by Market Strategies Inter- 
national for Invesco, a leading independent global investment 
management firm, found a significant increase in smart beta 
ETF usage among institutional investors, endowments and pen- 
sion funds. According to the study, the number of institutional 
investors in smart beta ETFs increased from 24 percent in 2013 
to 36 percent in 2014. In another finding, over the next three 
years nearly two-thirds of these decision-makers 
say they plan on increasing their use of smart beta 
ETFs over all other investment devices, including 
market-cap ETFs. 

“Clearly, ETFs as an industry have scaled up — 
in 2014 investors added over $240 billion to U.S.- 
listed ETFs — with record inflows in each of the last 
three calendar years,” says Dan Draper, Managing 
Director at Invesco PowerShares, a smart beta ETF 
provider. “What’s important about the interest level 
is that it shows that you need to have size, a histori- 
cal track record and liquidity to really attract larger 
pockets of money. I think this is why institutions are 
finding that they can use the products effectively.” 

In 2003, PowerShares, which helped pioneer 
the smart beta ETF movement, began offering clients 
smart beta products that ranged beyond traditional 
weighted markets. (Invesco purchased PowerShares 
in 2006; the company invests in more than 140 
domestic and international exchange-traded funds.) 
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Today, Invesco PowerShares offers 85 strategies representing nearly 
25 percent of smart beta ETFs in the marketplace. 

The growth of ETFs is being driven in part by a registered in- 
vestment adviser community that has moved away from commis- 
sion-based models to fee-based models, where ETFs are low-cost. 
That’s helped grow the industry to achieve the size, scale and 
track records of companies like Invesco PowerShares, which are 
increasingly drawing big-money institutional investors that no 
longer need to customize solutions through separately managed 
accounts. Currently there are over 400 smart beta ETFs in the 
market with more than $400 billion in assets under management, 
which represent about 20 percent of ETF market share. 

“Today, we have actual historical track records through really 
severe market downturns, like 2008,” notes Draper. “Institutional 
investors are saying, ‘We heard the marketing buzz 10 years ago, 
but now we can see the performance history of the core products, 
and believe we can use them on a large scale.’” 

Meanwhile, the current economic climate isn’t exactly hurting 
alternative investment protections and opportunities. An unprec- 
edented monetary policy driving developed- market interest rates to 
zero — and at times negative levels — has led to the narrow dispersion 
of returns in risky assets, as well as limited rewards for traditional 
security selections. At the same time, the likelihood of increased 
volatility and a rate increase from the Fed is repositioning some insti- 
tutional thinking toward more liquid"^ and transparent ETFs. 

“If you own the market — say, the S&P 500 — then you’re 
effectively going to perform average within that market, minus a 
management fee,” Draper says. “But if you’re a fiduciary, and you 
have some preferred asset-allocation or security-selection capabil- 
ity, then it’s to your advantage to exploit it in order to do a little bit 
better than the market.” 

Fligh-profile institutions have taken notice. In 2014, CalPERS 
(the California Public Employees’ Retirement System) — the largest 
U.S. public pension fund, with more than $300 billion in assets — 
allocated $28 billion in what it calls “alternative beta” to its equity 
portfolio. The same year. Towers Watson, the global professional 
services company, reported that it would be allocating over $8 
billion to smart beta strategies — am ping up its exposure to some 
$40 billion, or double its 2012 figure. Everywhere you turn, it 
seems institutional investors are betting on smart beta, and those 
that do could be rewarded in a big way. — Tom Connor 
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Important Information 

All data as of June 30, 2015, unless otherwise quoted. 

Smart Beta represents an alternative and selection index based methodology 
that seeks to outperform a benchmark or reduce portfolio risk, or both in active or 
passive vehicles. Smart beta funds may underperform cap-weighted benchmarks 
and increase portfolio risk. 

Invesco and its subsidiaries are not affiliated with Market Strategies International. 

1. Since ordinary brokerage commissions apply for each buy and sell transaction, 
frequent activity may increase the cost of ETFs. 

2. ETFs disclose their holdings daily. 

3. ETFs, in and of themselves, do not qualify as diversified investment strategies. 

4. Shares are not individually redeemable and owners of the Shares may acquire 
those Shares from the Funds and tender those shares for redemption to the 
Fund in Creation Unit aggregations only, typically consisting of 50,000, 75,000, 
100,000 or 200,000 shares. 

There are risks involved with investing in ETFs, including possible loss of money. 
Index-based ETFs are not actively managed. Actively managed ETFs do not nec- 
essarily seek to replicate the performance of a specified index. Both index based 
and actively managed ETFs are subject to risks similar to stocks, including those 
related to short selling and margin maintenance. Ordinary brokerage commis- 
sions apply. The Fund’s return may not match the return of the Index. 

Investments focused in a particular industry are subject to greater risk, and are 
more greatly impacted by market volatility than more diversified investments. 


Past performance is no guarantee of future results. 

There may be material differences in the investment goals, liquidity needs, and 
investment horizons of individual and institutional investors. 

The opinions expressed are those of Dan Draper. Opinions are based on current 
market conditions and are subject to change without notice. These opinions may 
differ from those of other Invesco investment professionals. 

PowerShares® is a registered trademark of Invesco PowerShares Capital 
Management LLC, investment adviser. Invesco PowerShares Capital 
Management LLC (Invesco PowerShares) and Invesco Distributors, Inc., 

ETF distributor, are indirect, wholly owned subsidiaries of Invesco Ltd. 
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An investor should consider the Fund's investment objective, risks, 
charges and expenses carefully before investing. For this and more 
complete information about the Fund call 800 983 0903 or visit 
invescopowershares.com for a prospectus. Please read the 
prospectus carefully before investing. 
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Cures are found in curious plants. 
And magic is made of diodes and pixels. 

We look beyond the short term 
and see potential in places others overlook. 
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Invest with active managers who have a long-term view, a global perspective 

and the courage to go against the herd mentality. 
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performance, we humbly suggest it is time 
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At Hartford Funds, we believe that performance is critical. That’s why we’ve built a strategic 
relationship with Wellington Management, one of the world’s finest institutional investment 
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To learn more about Hartford Funds and our human-centric investing approach, visit us at 
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New Kids on 
the Blockchain 


‘You should be 
taking this 
technology as 
seriously as you 
should have 
been taking the 
development of 
the Internet in 
the early 1990s,’ 
says Blythe 
Masters. 



BLYTHE MASTERS, the financial innovator v^ho helped bring the 
world the credit-default swap, didn’t invent the blockchain. But 
Masters, a former JPMorgan Chase executive who’s now CEO of 
Digital Asset Holdings, is one of many entrepreneurs who see huge 
opportunities in the digital ledger that underpins bitcoins. The vir- 
tual currency itself may not yet have lived up to the hype of its pro- 
ponents, but the blockchain. Masters tells Edward Robinson and 
Matthew Leising, has the potential to revolutionize the way we trade 
bonds, loans, commodities, real estate— and much else (“SELLING 
THE BLOCKCHAIN TO WALL STREET,” page 46). “You should be tak- 
ing this technology as seriously as you should have been taking the 
development of the Internet in the early 1990s,” Masters says. 

Another entrepreneur stirring things up is Brad Katsuyama, 
the unlikely hero of Michael Lewis’s Flash Boys. Jeremy Kahn re- 
ports on Katsuyama’s plans to turn his dark pool, lEX, into a public 
exchange (“BRAD KATSUYAMA’S NEXT CHAPTER,” page 32). Kahn also 
journeyed to the decidedly out-of-the-ordinary Isle of Man, which 
is setting itself up as a haven for cryptocur- 
rency converts (“GREETINGS FROM BITCOIN 
ISLAND,” page 60). 

Elsewhere, Anthony Effinger profiles the 
people who create exchange-traded funds 
and the indexes they’re based on (“WHO 
WANTS TO START AN ETF?” page 86); 
Stephanie Baker tracks a U.K. firm de- 

^ signing a virtual bank (“BUILDING A BANK 

FOR PEOPLE WHO HATE BANKS,” page 68); 
and Shai Oster (“LET A HUNDRED APRS BLOSSOM,” page 76) reports on 
China, where mobile-minded upstarts are setting the pace for a world 
aflutter with financial innovation. 
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Letters 



Mary Nichols and the Auto Industry 

SEPTEMBER 2015 

This is an outstanding piece that 
includes great stories I’ve never heard. 

Some automakers absolutely hate it 
when requirements are loosened. 

They’re the ones who have already 
moved quicldy to address the current 
rules and then have to change again. 

MARK ABRAMOWITZ 

President, Community Environmental Services 
Yorba Linda, California 


Rivalry Issue 

JULY/AUGUST 2015 


TWEETS 


I alv^ays find Bloomberg Markets 
magazine interesting and insightful, 
but this issue v^as especially entertain- 
ing and educational. The best part 
v^as reading about Argentina’s 
rebellious streak since I share a 
birthday v^ith the country and enjoy 
being a rebel myself. 

JAIME JACOB 

Denver 


Linkedin CEO Jeff Weiner had this to say 
about “Goldman in Ventureland” 
(September 2015): 

jtn WWW M#. 

Good pise® detailing Goldman's impressive 
foresight S iransltbn into venture capital - 
Goldman in Ventureland Ploon- ,pg/ilohvgcl 



And “The Scandal That Ate Malaysia” 
(September 2015) wets shared by Vikram 
Nehru, a senior associate at the Carnegie 
Endowment for International Peace: 



A detailed account of f?Mataysis's ^ i MDB 
scandal. cv;.lv'PWi’7 
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UPDATE 

The Scandal That’s Still 
Eating Malaysia 

Since we published “The Scandal That Ate 
Malaysia,” the country’s anti-corruption 
body has concluded that almost $700 mil- 
lion in Prime Minister Najib Razak’s per- 
sonal accounts came from unidentified 
donors in the Middle East, and not from 
IMalaysia Development Bhd., a state- 
owned investment company closely tied 
to him. A week earlier, Najib had replaced 
his deputy and the attorney general prob- 
ing allegations that cash ended up in 
Najib’s accounts after moving through 
agencies and companies linked to debt- 
ridden IMDB. Investigations into the com- 
pany are continuing. 

Foreign funds have dumped $3 billion 
of the nation’s shares this year, and global 
investors cut holdings of government and 
corporate bonds to the lowest level in three 
years in July. Foreign-exchange reserves 
that month dropped below $100 billion 
for the first time since 2010, and in mid- 
August, the benchmark FTSE Bursa Malay- 
sia KLCI Index fell to its lowest level since 
March 2013. yoolim lee 
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PEOPLE, COMPANIES, AND IDEAS THAT MOVE MARKETS 


AGENDA 


WHEN TEVA PHARMACEUTICAL 

Industries agreed to buy Allergan’s gener- 
ics business for $40.5 billion on July 27, the 
value of announced deals by drugmakers 
this year topped the tally for all of 2014, 
which was a record. And the view among 
bankers and analysts was that more were 
coming— perhaps, even, a $100 billion- 
plus transaction. 

Pfizer, the 166-year-old US. giant, might 
be tempted to bid for the rest of Allergan, 
which will still have best-selling branded 
treatments such as Botox and a pipeline of 
new products after the Teva transaction. “A 
30 percent slimmer, all-brand, unlevered 
Allergan would be the perfect size for a 
Pfizer purchase,” Sanford C. Bernstein ana- 
lyst Ronny Gal says. Allergan was valued at 
about $125 billion as of early August. 

Allergan, alternatively, might be the 
hunter rather than the hunted, according 
to Gal. Amgen, based in Thousand Oaks, 
California, and AbbVie in North Chicago, 
Illinois, would be likely targets. Each com- 
pany was valued at more than $120 billion 
recently. 

And Teva, in deciding to buy Allergan’s 
generics, ended its pursuit of Mylan, a 
global generic drugmaker that’s now free 
to do a deal of its own. Mylan in April made 
a $35 billion unsolicited bid for Dublin- 
based Perrigo, which rejected the price as 
too low. Mylan CEO Heather Bresch said on 
a conference call on Aug. 6 that she wants 
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Why Drugmakers 
Are Buying Each 
Other 

Global mergers and 
acquisitions are on a record 
pace this year, with the 
pharmaceutical industry 
leading the way 



the Perrigo deal, but she also said she’s look- 
ing at other targets that could be fallbacks. 
The only option she didn’t discuss was do- 
ing nothing. Such is the tone in the pharma- 
ceutical industry today. 

What’s driving the M&A boom? Pat- 
ent expirations on blockbuster medicines 
are forcing companies such as Pfizer to 
look for growth through acquisitions. And 
tax advantages figure in as well. A deal for 


Baxter International of Deerfield, Illinois. 

Shire’s bid helped bring the total of year- 
to-date announced pharmaceutical merg- 
ers to about $225 billion as of Aug. 12— and 
the amount across all industries globally to 
$2.1 trillion. That’s a record-breaking pace 
if it keeps up. 

“Many executives and advisers who 
might otherwise have been enjoying 
some well-earned downtime are spending 


ever in a first half, according to an EY re- 
port. And big transactions kept coming, in- 
cluding Berkshire Hathaway’s agreement 
on Aug. 10 to buy Precision Castparts for 
$37 billion. 

“The market is characterized by some 
of the most important companies doing 
important and very strategic deals,” Ken 
Jacobs, CEO of hazard, says in an inter- 
view. His investment banking and money 



management firm reported on July 23 a 
tripling of second-quarter profit, helped 
by a booming deal advisory business, haz- 
ard worked for H.J. Heinz on its acqui- 
sition of Kraft Foods Group, one of the 
year’s biggest deals so far, and it’s advis- 
ing Mylan on its Perrigo bid. 

Transaction volume this year will climb 
11 percent from 2014, according to a fore- 
cast by Intralinks, a data company that 
tracks global dealmaking. That would put 
2015 in a dead heat with 2007, when trans- 
action volume hit a record even as the real 
estate bubble burst and the financial sys- 
tem started to crack. 

Confidence is high among dealmakers 
and investors, says Philip Whitchelo, vice 
president of strategy and product market- 
ing at Intralinks. “Expectations for a strong 
close to 2015 seem reasonable,” he says. 

Even at Teva, there may be more to come. 
CEO Erez Vigodman says the Israeli com- 
pany is on the lookout for additional acqui- 
sition targets. In an interview on July 27, 
after the Allergan announcement, he was 
asked about the wave of mergers in his in- 
dustry and had a simple answer: “You can- 
not sit still.” TARA LACHAPELLE 


Allergan, headquartered in Dublin, would 
allow Pfizer to move its legal domicile to Ire- 
land, where the corporate tax rate is lower. 

Just a week after the Teva-Allergan an- 
nouncement, Shire, another drugmaker 
with a Dublin address and the related tax 
advantages, made an unsolicited, $30 bil- 
lion, all-stock offer for Baxalta, a biophar- 
maceutical company just spun off from 


the summer at the deal table,” says Pip 
McCrostie, global vice chair of transaction 
advisory services at EY, an auditing and 
professional services firm. “M&A has be- 
come the first choice for future growth,” 
says McCrostie, who’s based in London. 

There were 31 deals worth more than $10 
billion apiece announced in the first six 
months of this year, the most megadeals 
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SPK-RPE65 

A gene therapy for blindness from Spark 
Therapeutics, not yet approved, could be the 
first U.S. drug costing $1 MILLION per patient, 
according to forecasts by two analysts. 


The 

Future of 
Mortality 


Historian and 
best-selling author 
Yuval Harari sees 
techies trying to 
defeat death— and 
warns their effort 
could make 
inequality worse. 


DEATH IS THE GREAT EQUALIZER, right? 

It always has been, but Silicon Valley might be 
changing that. 

More and more tech entrepreneurs and 
venture capitalists see the effort to extend life 
as the next big thing. “Death will eventually be 
reduced from a mystery to a solvable problem,” 
billionaire Peter Thiel, the Facebook director 
and PayPal mafia member, wrote in the 
foreword to a book on longevity a few years 
back. More recently. Bill Maris, who invests 
hundreds of millions of Google’s dollars, told 
this magazine, “I just hope to live long enough 
not to die.” (See “Google Ventures and the 
Search for Immortality,” April 2015.) 

The push to keep mortality at bay could be 
a defining characteristic of the current era, 
says Yuval Harari, a lecturer at the Hebrew 



University of Jerusalem and author of Sapiens: 

A Brief History of Humankind. “Whereas in 
traditional societies, the idea was that people 
die because god says so or because the cosmos 
says so and there is nothing you can do about 
it, the scientific idea is that you always die 
because of some technical problem. Like the 
heart stops pumping blood or something,” 
Harari says. “And every technical problem, at 
least in theory, has a technical solution.” 

As a social scientist, Harari tries to describe, 
rather than judge, this epochal shift in how we 
view death. Still, he raises a sticky question 
about life-extending technology: “Whether 
it’s going to be for everybody or only for the 
very rich.” He’s not reassuring as he ponders 
possible answers. 

Medical science in the 20th century brought 
us vaccination campaigns, antibiotics, and 
hygiene systems that cut child mortality and 
virtually eliminated some diseases. “The 
main thing was to heal the sick,” Harari says, 
“and this is essentially an egalitarian project, 
because you try to give everybody the same 
normal health.” But striving for equality as one 
of society’s highest ideals is an exception across 
human history; hierarchy and inequality are 
the norm. (Read Harari’s book if you doubt it.) 

“What you saw in the 20th century is that 
there were economic, military, and political 
reasons for countries, for societies, to invest in 
the health of all the population,” Harari says. 
Powerful nations needed healthy humans to 
fill their armies and navies, their factories and 
fields, he argues. Such needs are vanishing as 
drones fight wars and robots run factories. 

This change colors Harari’s view of what 
will happen with new technologies and 
medicines that extend and improve lives. 
Such breakthroughs will be expensive, and 
there may be fewer incentives to make them 
cheaper and widely available. “We can’t go 
on assuming that people will still have the ^ 
military and economic importance they had § 
in the 20th century,” Harari concludes. “So we | 
can’t just take it for granted that any medical g 
advancement will automatically be given to t 
the masses.” Roberts, dieterich I 
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PowerShares QQQ 

■ Invests in 100 of the world's most innovative companies 

■ Provides visibility of holdings throughout the day 

■ Established 15-year track record 


Invesco 


PowerShares QQQ was incepted on March 10, 1999 
and is based on the Nasdaq-100 Index.® The Index 
includes 100 of the largest domestic and international 
nonfinancial companies listed on the Nasdaq Stock 
Market based on market capitalization. 

There are risks involved with investing in 
Exchange-Traded Funds (ETFs) including possible loss 
of money. The funds are not actively managed and are 
subject to risks similar to stocks, including those related 
to short selling and margin maintenance. Ordinary 
brokerage commissions apply. 


Shares are not FDIC insured, may lose value and have 
no bank guarantee. 

Shares are not individually redeemable and owners of 
the shares may acquire those shares from the Funds 
and tender those shares for redemption to the funds in 
Creation Unit aggregations only, typically consisting of 
50,000 shares. 

ALPS Distributors, Inc. is the distributor for PowerShares 
QQQ which is a unit investment trust. Invesco 
PowerShares Capital Management LLC is not affiliated 
with ALPS Distributors, Inc. 


An investor should consider the Fund's 
Investment objective, risks, charges 
and expenses carefully before investing. 
To obtain a prospectus, which contains 
this and other information about the 
000, a unit investment trust, please 
contact your broker, call 800.983.0903 
or visit www.invescopowershares.com. 
Please read the prospectus carefully 
before investing. 


pwr.sh/QQQ | ^ ©PowerShares 
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Blue Skies, 
Cloudy 
Outiook 

As China struggles to counter 
slowing growth, its air 
pollution problem makes the 
task harder. 


WHEN CHINESE LEADERS welcome 
global visitors to Beijing, they don’t just roll 
out the red carpet; they sometimes order up 
blue skies. Cars are kept off the streets, and 
industrial plants in the region are temporar- 
ily shut. 

The 2008 Beijing Olympics is the best- 
known example, but there have been 
other occasions since, including the 
Youth Olympics in August 2014 and the 


Asia-Pacific Economic Cooperation sum- 
mit in November. 

The effect on the air is noticeable 
enough that some Beijing residents talk 
about the sky being “APEC blue.” The ef- 
fect on the economy is enough that it 
shows up in government data. Gross do- 
mestic product dropped from a 9 percent 
annual pace in July 2014 to just 7 percent 
in August and dipped again in November. 
Statistics on steel output show the pattern, 
too. 

Goldman Sachs, in a report, warned 
that such events keep coming and cited 
the lAAF World Championships in late 
August of this year and the dedication of 
a World War II memorial in September 
as events that could have an economic 
impact. While officials scramble to spur 
growth, with measures such as the Peo- 
ple’s Bank of China weakening the cur- 
rency, it remains to be seen how they 
will weigh cleaner air for Beijing’s guests 
against growth the next time around. 

ENDA CURRAN 


YUAN TRAP 

Before China moved to devalue the 
yuan in August, it had become an 
outlier among troubled emerging- 
markets economies. As other 
currencies plunged, the yuan gained 
half a percent versus the dollar over six 
months. The resulting disadvantage 
to the economy was probably a better 
argument than anything the Inter- 
national Monetary Fund might say in 
favor of allowing market forces a 
greater role in setting the yuan’s value. 
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TAILORED ELEGANCE. 


Define your space. With five cabin zones that can be configured with a multi 
cabin lounge, dining area and even a master suite complete with queen size 
bed and walk-in shower, you can design your ultimate home away from home. 
To contact an Embraer Executive Jets sales representative in your area, 
visit EmbraerExecutiveJets.com/contact-us 
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INVESTING 



‘Because of our broken corporate tax system, I can 
honestly predict that I will likely be the last American 
owner of Boston Beer Company.’— founder Jim Koch 
testifying before a Senate subcommittee about the 
advantage of selling to a foreign buyer 



Luxury Rum on the Rise 

Sip these limited-edition, aged versions of the cocktail spirit on their own, 
without a beach umbrella in sight. 
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WHEN I FIRST tasted Bacardi’s $250 a pirate or palm trees on the label, but 

Facundo Paraiso XA rum in the New York makers of the spirit are increasingly 

Palace hotel’s library, it smelled like spice pushing into the luxury business. Accord- 

cake and left a deep, smoky tingle of ing to the Distilled Spirits Council of the 
brown sugar and butterscotch. I was im- United States, sales of super-premium 
pressed. It was as seductive as a single- rum (more than $45 a bqtUe) rose 414 per- 

malt whisky yet as smooth and sweet as cent by voltimeTh the U.S. from 2003-tQ 

a small-batch bourbon. 2014— 10 times the growth rate of ordi- 

Rum’s image is still anchored in beach ^afy rum. 
bar cocktails and spiced versions witV' Following the example of other types 

of distillers, rum makers are producing 
limited editions of rare, long-aged blends, 
such as Paraiso, and small-batch and sin- 
gle-barrel bottlings. Rich, complex, and 
delicious, all are about as far from cheap 
mixers as you can get. 

Bacardi tapped private family reserves 
for Paraiso and three other blends that 
debuted in New York at the end of 2013 
and are arriving in Paris and London this 
fall. The Dominican Republic’s Brugal 
sourced its Papa Andres Alegria edition 
for 2015 from the remaining 36 family 
casks kept under lock and key at the com- 
pany’s warehouse. 

Tropical temperatures speed up the 
aging process, so a 10-year-old rum is 
more like a 30-year-old Scotch. 
Older ones are more expensive 
because of evaporation dur- 
ing aging; 50 gallons are re- 
duced to 5 over 23 years 
(the age of the oldest rums 
in Paraiso). 

So far, there are only a 
few vintage-dated rums, 
mostly from Marti- 
nique, but retailers such 
as K&L Wine Merchants 
in the San Francisco 
Bay Area and Samaroli 


Tasting Notes 

.'II Ron Abuelo Centuria ($140) 

Launched in 2011 to celebrate the Varela family’s 

■ j' 100 years of rum making, it’s rich and spicy, with 

notes of coffee and gingerbread. 

El Dorado 21-year-old Demerara ($100) 

; Made in historic 200-year-old wooden pot stills, 

: this rum smells of mocha and tobacco and has a 

velvety texture. 

' Facundo ParafsoXA ($250) 

_ ; Thick, concentrated, and subtle, this rum is 
; finished in XO cognac barrels. The complex, 

■ ' heady Exquisite ($90) is almost as good. 

Brugal Papa Andres Alegrfa (2015) 
($1,500) 

L Created by a fifth-generation member of the 
: Brugal family from rums aged in different types 

■ : of casks, it’s light, silky, and subtle, with aromas 

of dried fruit and caramel. 

Origenes Reserve Don Pancho 30-year-old 
’■ ($250) 

Legendary Cuban distiller Francisco “Don 
L . Pancho” Fernandez made this sensual-tasting 

! rum in Panama. Only 600 bottles were produced. 

E.Mc. 

in Rome are hunting down and selecting 
single barrels to bottle. 

For the most expensive examples, be- 
spoke decanters are de rigueur. Angostu- 
ra’s $25,000 Legacy comes in an 
Asprey-designed art deco crystal decanter 
with sterling silver topper; only 20 were 
produced. 

Does the specific spot where sugar cane 
is grown make a difference to a rum’s 
taste? I’m dubious, but the idea taps into 
the same luxury spirits trend that brought 
us single-village mezcals. Earlier this year, 
Remy Cointreau purchased the historic, 
134-hectare (331-acre) Mount Gay planta- 
tion in Barbados for its brand of the same 
name and plans to create— what else?— a 
terroirmm. elin McCOY 
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Spain Gets Back on Track 

The economy looked down and out only a few years ago. Today, it’s stronger. 
But there’s still plenty of work to be done. 



S o ECONOMIC STAGNATION 

is the new European normal, 
and the southern periphery is 
the euro area’s Achilles’ heel? Spain 
just posted its strongest quarterly ex- 
pansion for eight years and predicts 
3.3 percent growth for the year as a 
whole. Maybe there’s a lesson here. 

There is, but it’s a bit more com- 
plicated than “austerity works”— the 
message that Europe’s finance minis- 
ters and the International Monetary 
Fund might choose to emphasize. The 
economy suffered a crippling down- 
turn in the financial crisis. It then hob- 
bled along until the European Central 
Bank stepped in to prevent speculative 
runs on Spain’s sovereign debt. 

Prime Minister Mariano Rajoy of 
the conservative People’s Party bowed 
to austerity demands, cut public- 
sector wages and benefits, and in- 
creased the country’s value-added tax to 
21 percent (with exemptions) from 18 per- 
cent. He also braved street protests and the 
rise of an anti-austerity, left-wing opposi- 
tion party, Podemos, to persist in a delib- 
erate rewiring of the economy, as Maria 
Tadeo, Esteban Duarte, and Edward Rob- 
inson report in “The Man in the Middle” 
on page 92. 

Companies have been given more flex- 
ibility to set wages and working condi- 
tions. The government said it would lower 
the corporate tax rate to 25 percent from 
30 percent. The top marginal rate on per- 
sonal income will fall to 45 percent from 52 
percent. The barriers that created Spain’s 
notorious two-tier labor market, with its 


Spaniards, like these at Madrid’s 
Atocha Station, have some cause for 
optimism after years of hardship. 


underclass of workers on temporary con- 
tracts, have begun to fall. 

Whether that will prove enough to win 
re-election for Rajoy’s party in a vote likely 
to be held by the end of the year is another 
matter. A raft of corruption scandals has 
badly damaged the party’s appeal, and two 
upstart political movements— Podemos 
and the pragmatic Ciudadanos— are be- 
tween them polling around 31 percent in 
opinion surveys, making another single- 
party government unlikely. 

Whoever forms the next government 
should be under no illusion: The job is 


far from finished. Structural unemploy- 
ment— what’s left when growing demand 
has done all it can— will remain a massive 
challenge. The government could do more 
to help match job seekers, many of them 
high school dropouts, with work or training. 
Above all, to avoid repeating the errors of the 
past, it will need to be careful about main- 
taining fiscal discipline as recovery boosts 
revenues and financial pressure subsides. 

Nonetheless, today’s Spain proves an 
important point: Contrary to reports, 
geography and euro membership con- 
demn no country to economic failure. 


BY THE EDITORS OF BLOOMBERG VIEW 

To read more editorials, type VIEW <Go> on the Bloomberg 

Professional service or go to BLOOMBERGVIEW.COM. 
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Find your next investment at 

CHRISTIE'S WATCH SHOP 



CHRISTIE’S 

TH£ ART PEOPLE 


THE WORLD'S BEST VINTAGE 
AND MODERN WATCHES 

Patek Philippe, Rolex, Cartier, Omega and more 
New selections available every week 


SHOP NOW 

www.christies.com/watchshop 
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FOR CEMIG, GROWING 
AS A LARGE ENERGY 
COMPANY IS BEING 
ABLE TO INSPIRE EVERY 
OTHER COMPANY. 


ForCemig, being the largest integrated electric power group in Brazil 
is of the same level of importance as being the source of electric power 
that moves the daily routine of each and every one of our clients. 

That is because it was their confidence - the trust and confidence 
of all our users - that has brought us to where we are today. 

We are now present in 23 of Brazil's states - and at the same time 
we are one of the world's most sustainable companies. We have grown, 
we have expanded our portfolio of power generation assets, by investing 
in clean, renewable sources of power - and on the way, we have built the 
first solar power plant ever installed on the roof of a major football stadium. 
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www.cemig.com.br 
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INNOVATORS 



THESE DAYS, being a thoroughbred isn’t good enough. 
Even American Pharoahs barely get a second look. 

Everyone in finance wants a unicorn. And by unicorn, 
they mean a young, private tech company that has a valu- 
ation of more than $1 billion before its founders even think 
about an initial public offering. 

They’re called unicorns because, until recently, they were 
imaginary. Then came Uber, Xiaomi, Spotify, Flipkart, Palan- 
tir Technologies ... you know the names. Bloomberg Markets 
wrote last month about Goldman Sachs’s quest to find and 
fund them. According to CB Insights, which tracks them, there 
are 125 unicorns worldwide. A herd, if that’s how unicorns roll. 

Underrepresented on that list are startups in financial 
technology. For years, entrepreneurs shunned finance- 
save for online stock trading— because the thicket of global 
banking regulations made taking on HSBC and JPMorgan 
Chase and Deutsche Bank just too tough. 

As a result, only 16 of the companies on the CB Insights 
list are pegged as fintech. 

But fintech is likely to produce more billion-dollar ba- 
bies soon. Today’s entrepreneurs are not afraid. They have 
complete faith in their technology and their read of the 
marketplace. You’ll see that over the next 44 pages, in the 
stories of bitcoin and blockchain pioneers, mobile-banking 
renegades, upstart exchange operators, and more. 

As our map on the next page shows, fintech upstarts 
are at work all over the world— 855 of them, including 
25 in India, 10 in Brazil, and four in Poland. And one in 
Curasao. Given the energy that’s going into innovation in 
finance, you wouldn’t want to bet against a few of them 
joining that herd. 
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LOOK 
AROUND 




In the past 2V2 years, research firm PitchBook Data has counted 855 
startup companies in the area of financial technology— fintech. They are 
in the obvious and familiar places, but they’re also distributed around the 
globe. The future is coming from anywhere and everywhere. 
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PitchBook Data tracked companies founded from Jan. 1, 2013, to June 30, 2015. It defined fintech companies as those providing software and/or hardware to enable automated financial transactions. 
Figures for some U.S. cities include companies in the surrounding metropolitan areas. 
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HIS ONCE TINY DARK POOL GOT A BIG 
BOOST FROM FLASH BOYS. NOW, THIS 
UNLIKELY CELEBRITY IS OUT TO PROVE 
lEX HAS WHAT IT TAKES TO BECOME 
A PUBLIC STOCK EXCHANGE. 


PHOTOGRAPHS BY ALAN CLARKE 
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Brad 

Katsuyama 
never thought 
he'd be 
famous. 

Not even famous-for-Wall-Street famous. 
He was Canadian, for heaven’s sake. He’d 
worked at Royal Bank of Canada, not Gold- 
man Sachs or JPMorgan. He was running 
a startup— and not one that made anything 
you could download from the App Store. So 
even after Michael Lewis interviewed him 
for Flash Boys, even after Lewis flew to To- 
ronto to talk to his parents and high school 


friends, even after he discovered Lewis had 
actually made him— Brad Katsuyama— 
the book’s hero, even after the 60 Minutes 
camera crew showed up ... even then, Kat- 
suyama says, he didn’t quite grasp what 
was about to happen. “I thought I could 
kind of blend in,” he says between spoon- 
fuls of granola and yogurt at a lower Man- 
hattan restaurant. “You know, Asian guy, 
normal haircut.” 

Lewis’s 2014 best-seller— with its contro- 
versial premise that the U.S. stock market 
is rigged— made Katsuyama, 37, a celeb- 
rity. “People recognize me, which is a lit- 
tle weird,” he says. He’s testified before the 
U.S. Senate. He’s been invited to join a U.S. 
Securities and Exchange Commission advi- 
sory panel. In April 2014, he bested William 
O’Brien, then president of Bats Global Mar- 
kets, in a CNBC debate that transfixed Wall 
Street and became known simply as “The 
Argument.” He’s sold his life story to Sony 
Pictures. He even considered employing 


a bodyguard. On Lewis’s suggestion, he’s 
stopped reading much of what’s written 
about him. “The less time I spend thinking 
about it, the more normal I feel,” he says. 

What Katsuyama does spend his 
time thinking about is lEX, the upstart 
stock-trading venue he co-founded in 2012. 
lEX’s goal: to level the playing field between 
high-frequency traders and everyone else. 

When Katsuyama was a senior trader 
at Royal Bank of Canada, he found that 
he was increasingly unable to execute or- 
ders at the prices and volumes his trading 
screens indicated were available. He came 
to see high-frequency trading, public stock 
exchanges, and the fragmented nature of 
the U.S. markets as the culprits: High- 
frequency traders could use their superior 
speed to take advantage of what’s called 

At lEX in Manhattan, Brad Katsuyama, 
right, poses with Chief Strategy Officer 
Ronan Ryan, center, and Chief Operating 
Officer John Schwall, left. 
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ARE YOU REWARDED 
FOR THE RISK YOU TAKE? 


(WACPX) 

Western Asset Core Plus Bond Fund 

(Among 935 Intermediate-Term Bond Funds) 

Overall Morningstar Ratings, as of June 30, 2015. The ratings are based on risk-adjusted returns and are derived from a weighted average 
of the performance figures associated with a fund's 3-, 5- and 10-year (as applicable) rating metrics.^ 


TOP 8% 

of 1,088 funds 


TOP 13% 

of 1,040 funds 


TOP 9% 

of 974 funds 


TOP 7% 

of 862 funds 
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Achieved outstanding 
peer group ranks for 
T, 3- 5- and 1 0-year 
annualized returns. 

Morningstar Intermediate-Term Bond Fund Category 
as of June 30, 2015 — based on total returns. ^ 
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Awnrds Morningstar 2014 U.S. Fixed- 
2m Inconne Fund Manager of the Year^ 


^ Awarded to Ken Leech, Carl Eichstaedt, and Mark Lindbloom for Western Asset Core Bond Fund (WACSX) 
and Western Asset Core Plus Bond Fund (WAPSX) named Morningstar 2014 U.S. Fixed-Income Manager of 
the Year, United States of America. Morningstar Awards 201 5 © Morningstar, Inc. All rights reserved. 
Morningstar Fund Manager of the Year award recognizes portfolio managers who demonstrate excellent 
investment skill and the courage to differ from the consensus to benefit investors. To qualify for the award, 
managers' funds must have not only posted impressive returns for the year, but the managers also must have 
a record of delivering outstanding long-term risk-adjusted performance and of aligning their interests with 
shareholders. The Fund Manager of the Year award winners are chosen based on Morningstar's proprietary 
research and in-depth evaluation by its fund analysts. 

Fixed income securities involve interest rate, credit, inflation and reinvestment risks; and possible loss of 
principal. As interest rates rise, the value of fixed income securities falls. Fligh-yield securities include greater 
price volatility, illiquidity and possibility of default. International investments are subject to special risks, 
including currency fluctuations and social, economic and political uncertainties, which could increase 
volatility. These risks are magnified in emerging markets. Derivatives, such as options and futures, can be 
illiquid, may disproportionately increase losses, and have a potentially large impact on fund performance. 

The use of leverage may increase volatility and possibility of loss. Asset-backed, mortgage-backed or 
mortgage-related securities are subject to prepayment and extension risks. 

Rankings are based on the Class I shares. Other share classes may have different rankings. 

Past performance is no guarantee of future results. 

Before investing, carefully consider a fund's investment objectives, risks, 
charges and expenses. You can find this and other information in each 
prospectus, and summary prospectus, if available, at www.leggmason.com/ 
individualinvestors. Please read the prospectus carefully. 

© 2015 Legg Mason Investor Services, LLC, member FINBA, SIPC. Legg Mason Investor Services, LLC and 
Western Asset Management are subsidiaries of Legg Mason, Inc. ADVR117459 7/15 FN1511934 


INVESTMENT PRODUCTS: NOT FDIC INSURED* NO BANK GUARANTEE ‘MAY LOSE VALUE 


* Source: Morningstar, Inc. As of June 30, 2015. 

^ Morningstar ratings are as of June 30, 201 5 and are subject to 
change every month. A 4- or 5-star rating does not necessarily imply 
that a fund achieved positive results for the period. For funds with 
at least a 3-year history, Morningstar calculates a Morningstar 
Rating based on a Morningstar Risk-Adjusted Return measure that 
accounts for variation in a fund's monthly performance (including 
the effects of sales charges, loads and redemption fees), placing 
more emphasis on downward variations and rewarding consistent 
performance. The top 10% of funds in each category receive 5 stars, 
the next 22.5% receive 4 stars, the next 35% receive 3 stars, the 
next 22.5% receive 2 stars, and the bottom 10% receive 1 star. 

(Each share class is counted as a fraction of one fund within this 
scale and rated separately, which may cause slight variations in 
the distribution percentages.) Class I and A shares of the Western 
Asset Core Plus Bond Fund were rated against 935, 81 1 and 593 
Intermediate-Term Bond Funds over the 3-, 5- and 10-year periods, 
respectively. With respect to these Intermediate-Term Bond Funds, 
Class I and A shares of the Fund received Morningstar Ratings 
of 4, 5 and 5 and 2, N/A and N/A stars for the 3-, 5- and 1 0-year 
periods, respectively. Other classes may have different performance 
characteristics. Classes have a common portfolio. 

^ Morningstar percentile ranks are based on a fund's total returns 
(including the effects of sales charges, loads and redemption fees) 
for the specified time period relative to all funds in the same category. 
The highest (or most favorable) percentile rank is 1 and the lowest 
(or least favorable) percentile rank is 1 00. The top-performing fund in 
a category will always receive a rank of 1 . Ranks shown are for Class 
I and A shares. Class I percentile ranks were 8% (85/1 ,088 funds) 
for the 1 -year period, 1 3% (127/1 ,040 funds) for the 3-year period, 

9% (80/974 funds) for the 5-year period and 7% (54/862 funds) for 
the 1 0-year period. Class A percentile ranks were 24% (261/1 ,088 
funds) for the 1 -year period, 20% (210/1 ,040 funds) for the 3-year 
periods and N/A for the 5- and 1 0-year periods. 
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latency arbitrage, exploiting mi- 
nuscule differences in the time it 
takes various markets and traders 
to receive data and execute orders. 
Latency arbitrage forces slower in- 
vestors— pretty much anyone who 
isn’t a high-frequency trader— to 
pay more. “The harm to most peo- 
ple is very small, but that small 
harm adds up to a large benefit for 
the few who take advantage,” says 
billionaire David Einhorn, man- 
ager and founder of hedge fund 
firm Greenlight Capital and an 
early investor in lEX. 

Katsuyama and the small group 
who joined him in founding lEX 
Group took on high-frequency 
trading, or HFT, with a cleverly en- 
gineered speed bump that slows 
down all incoming orders just 
enough to defeat most latency ar- 
bitrage strategies. But what lEX is 
really marketing is something less 
tangible and more fundamental: 
a fairer market. Katsuyama says the frag- 
mented market structure in the US. is riven 
with conflicts of interest. With trading cur- 
rently spread over 11 public stock exchanges 
and more than 40 dark pools (trading ven- 
ues that don’t publish pre-trade prices or 
volumes), market operators are dependent 
on HFT firms for liquidity and revenue. To 
cater to them, the exchanges sell advan- 
tages to HFT firms: myriad special-order 
types, faster data, price rebates, and co- 
location— the right to put their computers 
in the same data centers as the exchange’s 
so they can trade even faster. 

Katsuyama, who was a tailback on his 
high school football team, uses a sports 
analogy to explain his objections. “No 
one,” he says, “is saying the teams have to 
be equal— just that the referee shouldn’t 
have an interest in the game’s outcome.” 
Positioning itself as the honest referee, lEX 
forbids co-location, charges both sides of 
a transaction the same fee, gives away its 
real-time market data feeds, and offers just 
five order types. 

Since Flash Boys was published in March 
2014, lEX has become one of the largest 
US. dark pools. Already backed by some 








of Wall Street’s biggest hedge fund manag- 
ers, it has attracted serious venture capital. 
Many brokers say lEX has pushed US. eq- 
uity markets toward greater transparency 
and simplicity, although its critics say it 
has merely accelerated trends previously 
under way. They also accuse lEX of hypoc- 
risy— demonizing HFT in its marketing 
while relying on fast-trading firms for li- 
quidity. Even some of lEX’s supporters say 
it’s been hyped as a panacea. “lEX doesn’t 
solve all problems,” says Brian Levine, co- 
head of global equities and execution at 
Goldman Sachs, which has sent some of its 
order flow to lEX but also has its own dark 
pool. While Katsuyama was right to tackle 
latency arbitrage, Levine says, “lEX is not 
the be-all and end-all.” 

Now, lEX faces its greatest challenge. In 
mid-August, lEX spokesman Gerald Lam 
said the firm was about to file an applica- 
tion with the SEC to become a public stock 
exchange. Being an exchange brings a host 
of benefits and increased prestige, but it also 
brings far greater SEC oversight. The move, 
which would compel brokers to send more 
business to lEX and also allow lEX to com- 
pete for lucrative public stock offerings. 





His co-workers call Daniel Aisen 
‘Puzz’— the nickname he earned after the 
team he was on won the Microsoft College 
Puzzle Challenge in 2007. 


could catapult Katsuyama’s startup 
into the big leagues. It’s a threat 
that existing exchanges take seri- 
ously: Even before lEX’s first day of 
trading in October 2013, Interconti- 
nental Exchange, owner of the New 
York Stock Exchange, offered to buy 
the startup for hundreds of millions 
of dollars. 

Still, lEX’s attempt to become an 
exchange could backfire. There’s 
no guarantee the SEC will approve 
lEX’s innovative design or that lEX 
will be able to wrest market share 
away from goliaths such as the 
NYSE, Nasdaq, and Bats. It could 
wind up forfeiting its position as a 
leading dark pool only to become 
a second- or third-tier exchange, 
possibly impairing its financial vi- 
ability. (With the exception of the Chicago 
Stock Exchange, all currently operating 
U.S. public exchanges are subsidiaries of 
companies that run multiple exchanges.) 


A. 


i round lEX, where innovation 

is crucial to continued success, Daniel 
Aisen, a 28-year-old Stanford University 
computer science grad, is known simply 
as “Puzz.” It’s short for “Puzzle Master,” the 
nickname he got when he worked with Kat- 
suyama at RBC; Aisen’s team won the 2007 
Microsoft College Puzzle Challenge, a kind 
of brainteaser olympiad. 

In the summer of 2014, Puzz had an- 
other puzzle to solve. From March to July, 
the frequency with which an lEX customer 
could have gotten a better price less than 
10 milliseconds after a trade posted rose 
from about 3 percent to as much as 10 per- 
cent. This wasn’t meant to happen. lEX 
was supposed to protect investors from 
what’s known as stale quote arbitrage; 
that’s when a high-frequency trader takes 
advantage of milliseconds-long delays 
in how markets update prices to reflect 
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Seeking liquidity 
and yield 
in one place? 


Rethink your approach to fixed income 
with a leader in bond ETFs. 


iShares ETFs offer the most options for accessing 
the yield curve.^ Get the exposure you want 
combined with flexibility, cost effectiveness and 
liquidity. Call our dedicated institutional team to 
learn more at 1-800-743-9285, visit iShares.com 
ortype ISHA <G0> 


iShares* 
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LQD 
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iShares iBoxx$ High Yield 
Corporate Bond ETF 


iShares iBoxx$ Investment 
Grade Corporate Bond ETF 


iShares J.P. Morgan USD 
Emerging Markets Bond ETF 


by BLACKROCK* 


BlackRock is trusted to manage more money than any other investment firm in the world.^ 


1. Morningstar, as of 5/31/15. Based on number of fixed income ETFs offered. 2. Based on $4.7T in AUM as of 6/30/15. Carefully consider the Funds’ investment objectives, 
risk factors, and charges and expenses before investing. This and other information can be found in the Funds’ prospectuses or, if available, the 
summary prospectuses, which may be obtained by visiting www.iShares.com or www.BlackRock.com. Read the prospectus carefully before 
investing. Investing involves risk, including possible loss of principal. Fixed income risks include interest-rate and credit risk. Typically, when interest rates rise, there is 
a corresponding decline in bond values. Credit risk refers to the possibility that the bona issuer will not be able to make principal and interest payments. Non-investment-grade debt securities 
(high-yield/junk bonds) may be subject to greater market fluctuations, risk of default or loss of income and principal than higher-rated securities. International and emerging markets investments 
involve additional risks. See the products’ prospectuses for more information. • Transactions in shares of ETFs will result in brokerage commissions and will generate tax consequences. • There 
can be no assurance that an active trading market for shares of an ETF will develop or be maintained. The Funds are distributed by BlackRock Investments, LLC (together with its affiliates, 
“BlackRock”). ©2015 BlackRock. All rights reserved. iSHARES and BLACKROCK are registered trademarks of BlackRock. All other marks are the property of their respective owners. iS-15820-0615 







&RAP NEXT CHAPTER 


I IN NOVAfOH^ 


SPEED KILLS 


In this hypothetical example, a high-frequency trader uses ‘stale quote arbitrage’ to 
pick off an asset manager’s order on a conventional dark pool, while lEX’s technology 
prevents the order from falling victim to the same strategy. 



The asset manager’s 
broker places a resting 
order in the broker’s 



own dark pool, a 
trading venue where 
pre-trade prices are 
not visible. 


The asset manager’s 
broker sends a resting 
order to lEX. 


An asset 


manager wants 
to buv 5.000 



V' 


The order is priced at 
$39.53, the midpoint of 
the spread on offer at the 
public exchanges. 



V' 


On the New York 
stock Exchange, 
a seller offers 400 
shares at $39.52. 


V' 



Through its super-fast 
data feeds, a high- 
frequency trading 
firm sees that buyers 
and sellers on public 
stock exchanges have 
established a new 
share price range: 
$39.50 to $39.52. 



movements on other exchanges. (See chart 
above.) These tiny delays allow high-speed 
traders to see a price fluctuation on one ex- 
change and then quickly send an order to 
another market— often a dark pool— that 
it knows updates its prices more slowly, 
hoping to pick off the orders resting there 
at stale prices. It’s a bit like betting on yes- 
terday’s horse race against someone who 
doesn’t know the result. 

lEX prevents stale quote arbitrage with 
its “magic shoe box,” a metal container in 
its data center in Weehawken, New Jer- 
sey. Crammed into it are 38 miles (61 kilo- 
meters) of coiled fiber-optic wire, creating 
lEX’s speed bump of 350 microseconds 
(about one one-thousandth of the time it 
takes to blink). The idea of countering su- 
per-fast traders by creating a slower mar- 
ket might seem like a paradox. It’s not. lEX 
uses the same high-speed data feeds as 
HFT firms do to monitor other exchanges 
for price changes. But because lEX didn’t 
want to be in a technological arms race 
with the high-frequency traders to process 


this information faster than they do, it uses 
the speed bump to slow down all new or- 
ders— just enough to ensure lEX has time 
to update its prices to reflect any move- 
ments on public exchanges. This prevents 
orders on lEX from being traded against at 
stale prices. 

So how, Aisen wondered, could HFT 
firms be picking off lEX orders despite the 
magic shoe box? It didn’t take Puzz long 
to solve the riddle. He discovered that 
some HFT algorithms could predict price 
changes— like surfers sitting out past the 
break, scanning the swell for their next 
ride— and target orders before the magic 
shoe box’s speed bump could protect them. 
As a defense, Aisen helped lEX create its 
own price-change-prediction software and 
a new order type (the discretionary peg, or 
D-peg for short) that trades less aggres- 
sively when prices are in transition, shield- 
ing customers from this form of latency 
arbitrage, too. He says lEX has to remain 
constantly vigilant against evolving pred- 
atory strategies of HFT firms. 


Brian Goldman, senior equities trader at 
Calamos Investments, which has $24 bil- 
lion under management, says he gets bet- 
ter-quality execution on lEX compared 
with other platforms. “On a lot of other ven- 
ues, you can just tell that the HFT guys have 
seen you coming a mile away and trade di- 
rectionally in front of you with the inten- 
tion of picking you off,” he says. “We’ve not 
observed this sort of adverse movement in 
the stock we’re trading on lEX.” 

lEX’s office on the 44th floor of the new 
4 World Trade Center building, with views 
of the 9/11 Memorial, looks like many trad- 
ing floors: open plan, exposed ductwork, 
glassed-in conference rooms. But the vibe 
is more Birkenstock than brogue. There’s 
a communal kitchen and lots of dudes in 
shorts and T-shirts. Anachronistically, on 
a pedestal in the middle of the room, sits 
a shiny silver bell. Each morning, one em- 
ployee gets to ring open lEX’s market at 
9:30. If that day’s volume exceeds the pre- 
vious day’s, the same person gets to ring 
the bell the next morning. 
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The speed bump gives 
lEX enough time to 
update the broker’s 
resting order price from 
$39.53 to $39.51, the 
new midpoint of the 
spread on the public 
exchanges. 


The HFT order’s travel time amounts 
to a delay of 350 microseconds— the 
‘speed bump.’ 
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The longest run anyone has had so far 
is four consecutive days. Even so, since 
its launch, lEX has steadily gained mar- 
ket share. On the June day I visited, cheers 
erupted shortly after 11 a.m. as lEX hit a 
new milestone: trading more than 1.5 per- 
cent of all U.S. equity volume. A few weeks 
later, on Aug. 4, it hit another record— 1.86 
percent of U.S. volume. 

That may sound like nothing. But in to- 
day’s fragmented market, 1.86 percent 
is something. The NYSE and Nasdaq, 
which run three public exchanges apiece, 
and Bats, which owns four, each control 
around 20 percent of U.S. equity volume 
most days. lEX, with from 1.1 to 1.9 percent 
of total volume, consistently ranks third or 
fourth among dark pools, trailing those op- 
erated by Credit Suisse Group and UBS and 
sometimes Deutsche Bank’s. More than 
160 brokers now connect to lEX, up from 
just 35 at the outset. 

Matt Waldner, head of U.S. equity trading 
at Columbia Threadneedle Investments, 


a global money manager that sends a 
portion of its trades to lEX, says the new 
market’s initial success with big bro- 
kerages such as Goldman Sachs and 
JPMorgan Chase has had a snowball effect. 
“I think the traction they’ve gained,” he 
says of lEX, “has propelled them past crit- 
ical mass and forced people to begin rout- 
ing orders there.” 

If lEX becomes a public exchange, 
John Schwall, an lEX co-founder and 


the firm’s chief operating officer, is con- 
fident its market share will grow signifi- 
cantly. The SEC requires brokers to route 
orders to whichever exchange is offering 
the best price for a stock at any given mo- 
ment. The same rules don’t apply to dark 
pools, so right now, brokers can choose not 
to send lEX any orders or to send orders 
in ways that minimize their chances of be- 
ing filled. 

That’s what happened after lEX 


350 MICROSECONOS 


The HFT firm tries to 
pick off any ‘stale’ orders 
resting on lEX. It sends 
a sell short order for 400 
shares at $39.53. 


HU 

■i4oftr 


Using its own high-speed 
data connections, lEX 
sees the new price range 
at about the same time 
as the HFT firm does. 


S39.53 


The HFT order lands 
at an lEX facility in 
Secaucus, New Jersey. 
It’s transmitted over 
about 10 miles of fiber 
optic cable to lEX’s data 
center in Weehawken. 
There, it enters lEX’s 
‘magic shoe box,’ where 
it travels along 38 miles 
of fiberoptic cable. 


Because the HFT firm 
was offering to sell at 
$39.53 and the new 
price is $39.51, there 
is no trade. The asset 
manager saves $4 
it might have spent 
otherwise. 


S39.53! 


The HFT firm knows that 
the broker’s dark pool 
won’t update its prices 
to reflect the new price 
range for milliseconds. 


The HFT firm’s algorithms 
spring into action, sending 
an order to sell short 400 
shares at $39.53 to the 
broker’s dark pool. 


These shares are 
sold to the asset 
manager, filling part 
of the resting order at 
$39.53. 


•uvt 


Unwittingly, the asset manager has spent 
$4 more than it needed to. The HFT firm 
immediately turns around and buys the 400 
shares on offer at the NYSE at $39.52 to cover 
its short position, making $4 virtually risk-free. 
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$4 
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'I thought I could kind of blend in,' 
Katsuyama says of life after Flash Boys. 
'You know, Asian guy, normal haircut.' 


launched. In April 2014, 55 percent of bro- 
kers’ orders routed to lEX were immedi- 
ately canceled if they weren’t instantly 
filled. “Let’s just say they didn’t embrace 
us,” Ronan Ryan, another lEX co-founder 
and the company’s chief strategy officer, 
says of the brokers. Now, brokers show lEX 
more respect: That number has dropped to 
less than 16 percent. 

Traditionally, dark pools were black 
boxes. Investors had no idea how orders 
were processed. lEX, in part because it al- 
ways intended to become an exchange, has 
pushed for greater transparency. It was the 
first dark pool to publish its Form ATS, an 


Doug Gifu, CEO of HFT firm Virtu, 
says he likes the trade protection 
afforded by lEX’s speed bump. 


SEC filing that details how it prioritizes, 
prices, and matches orders. About a third 
of all dark pools have followed suit. “That 
is a huge step in terms of transparency,” 
says Haim Bodek, a former high-frequency 
trader who turned SEC whistle-blower. 

Not everyone sees it that way. Form 
ATS is a dense legal document. “They are 
not written in a way that makes it easy for 
people to evaluate what is happening,” 
says Eric Hunsader, CEO of Nanex, a firm 


that provides real-time market data, and 
a prominent critic of HFT. Still, he says, lEX 
has shifted the debate from “Why would 
a dark pool bother publishing?” to “What 
are they hiding if they don’t?” 

While Lewis cast lEX as the hero of 
a story in which HFT was the villain, a few 
high-speed firms are among lEX’s best cus- 
tomers. Brokers trading their own princi- 
pal— they include both HFT firms and the 
big banks’ proprietary trading desks— ac- 
count for 23 percent of lEX’s trades. 

HFT firms are present on lEX in such 
numbers because, contrary to the prem- 
ise of Flash Boys, HFT practitioners aren’t 
predators, says Bill Harts, chief executive of 
the Modern Markets Initiative, an HFT in- 
dustry association founded by four large 
firms (Global Trading Systems, Tower Re- 
search Capital, and Hudson River Trading 
in New York and Houston-based Quantlab 
Financial). Harts says HFT firms that are 
lEX customers are providing liquidity- 
narrowing the spread between buyers and 
sellers— “just as they do on most other ven- 
ues in the world.” As for lEX’s magic shoe 
box. Harts says, it’s basically a marketing 
gimmick. He says there’s no convincing ev- 
idence that latency arbitrage even happens. 

Comments like that infuriate Kat- 
suyama, who says Harts and Modern Mar- 
kets are part of “the giant smoke monster” 
that spreads confusion through oversim- 
plification, twisting the facts in order to 
preserve the status quo. “We are trying 
to talk about calculus, and these guys are 
trying to say two plus two equals five,” he 
says. The problem, he says, is that the gen- 
eral public knows so little about how stock 
trading in the U.S. actually works that they 
can’t tell the difference between the nu- 
anced, sophisticated arguments he’s ad- 
vancing and the simplistic untruths he 
accuses Harts of peddling. 

Katsuyama says that despite the 





What’s missing from 
your clients’ portfolios? 

New opportunities for alternative income. 

ClearBridge Tactical Dividend Income Fund (CFLGX) is an 
innovative income strategy, providing: 

■ A distinct investment mix that goes beyond traditional 
income sources 

■ Convenient access to a range of income-seeking securities in 
a single investment 


■ Greater opportunities for attractive income, plus the growth 
potential of stocks 

Drive your clients to consider alternative income options. 
Visit www.clearbridge.com/income. 


Investments 

A Logg Mason Company 



About Legg Mason: A leading global investment company, with $709 billion (as of 12/31/14) in assets invested worldwide, 
focused on long-term, actively managed strategies • A diverse family of specialized investment managers, each with its own 
independent approach to research and analysis • Over a century of experience in identifying opportunities and delivering 
astute investment solutions to clients in equities, fixed income and alternatives 

Before investing, carefully consider a fund's investment objectives, risks, charges and expenses. You can find this and other information in each 
prospectus, and summary prospectus, if available, at www.leggmason.com/individualinvestors. Please read the prospectus carefully. 

Important Information: Equity securities are subject to price fluctuation and possible loss of principal. International investments are subject to special risks, 
including currency fluctuations and social, economic and political uncertainties, which could increase volatility. These risks are magnified in emerging 
markets. The manager's investment style may become out of favor and/or the manager's selection process may prove incorrect, which may have a negative impact on a fund's 
performance. Income and dividends will fluctuate and are not guaranteed. 

© 2015 Legg Mason Investor Services, LLC, member FINRA, SIPC. Legg Mason Investor Services, LLC and ClearBridge Investments, LLC are subsidiaries of Legg Mason, Inc. 

FN1510792 

INVESTMENT PRODUCTS: NOT FDIC INSURED • NO BANK GUARANTEE • MAY LOSE VALUE 


&RAP NEXT CHAPTER 


I IN NOVAfOH^ 



perception created by Flash Boys, lEX was 
never anti-HFT. Rather than labeling some 
HFT outfits “good” and others “bad ” Kat- 
suyama prefers to talk about HFT strate- 
gies that are “predatory” versus those that 
provide “legitimate market making.” He 
says that lEX, with its speed bump and 
D-peg, prevents high-speed traders from 
engaging in predatory tactics such as la- 
tency arbitrage. But, he says, high-speed 
traders are free to act as market makers 
on lEX. He also acknowledges some HFT 
firms may try to pick up signals on lEX they 
can then use, ironically, to engage in pred- 
atory tactics on other dark pools that up- 
date their prices much more slowly than 
lEX. To make this less likely, lEX uses a 
second speed bump when relaying infor- 
mation back to the customer. 

lEX has repeatedly praised one HFT 
firm in particular: Virtu Financial, which 
is not a member of the Modern Markets 
trade group. Katsuyama says Virtu en- 
gages in legitimate market making— tak- 
ing the spread by buying at the offer and 
selling at the bid— and not predatory ar- 
bitrage. Doug Gifu, Virtu’s CEO, says his 
firm has supported lEX from the start pre- 
cisely because it is a market maker. He says 
Virtu likes lEX’s speed bump. “No one has 
more quotes in the market than a Virtu Fi- 
nancial, so if anyone is in danger of getting 
picked off, it’s us,” he says. 

p 

I ^ onan Ryan, lEX’s strategy officer, 

is standing in a conference room, in front of 
a whiteboard, explaining why the existing 
US. stock exchanges are screwed. As public 
companies, under shareholder pressure for 
ever-increasing quarterly earnings, they’ve 
become addicted to speed, Ryan says: “You 
have revenue in your back pocket in terms 
of latency— just make that cable two micro- 
seconds faster and mark it up 30 percent.” 

If lEX becomes an exchange and starts 
stealing significant market share, the ex- 
isting exchanges will struggle to respond 
without sacrificing revenue. Every move 
they might make to match lEX’s anti-speed 
innovations— forbidding co-location, cre- 
ating a speed bump, cutting back on order 


types, charging both sides of a trade the 
same amount, or giving away market data 
feeds— will mean surrendering something 
from which they currently make signifi- 
cant amounts of money or that helps drive 
trade volume to their exchange, Ryan says. 
As Lewis says in a telephone interview 
from his home in Berkeley, California, “I 
would not want to be a long-term investor 
in Nasdaq right now.” 

Nasdaq says it’s not beholden to high- 
speed traders for revenue: What are known 
as “high-order-to-trade customers”— a 


Modern Markets Initiative’s 
Bill Harts disputes the idea 
that HFT firms are predatory. 


Stand-in for HFT firms— account for at 
most 11 percent of its equities and options 
revenue. Walt Smith, Nasdaq’s head of U.S. 
equities, says that predatory HFT is less of 
a problem than lEX claims. “If it was overly 
toxic and bad, the largest stock exchange 
in the U.S. by volume traded would not be 
the Nasdaq,” he says, noting that investors 
would choose to route orders elsewhere. 


'If it was overly toxic and bad,' 
Nasdaq's Walt Smith says of high- 
frequency trading, 'the largest stock 
exchange in the U.S. by volume 
traded would not be the Nasdaq.' 
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A disrupter whose model can not easily 
be mimicked by incumbents is catnip to 
venture capitalists, which is why lEX has 
had little trouble raising money. “It’s a clas- 
sic innovator’s dilemma: The existing stock 
exchanges can’t change their business 
model,” says Alex Finkelstein, a general 
partner at Spark Capital in Boston, which 
led lEX’s latest financing round. Finkel- 
stein was on vacation in the Turks and Ca- 
icos Islands and reading Flash Boys by the 
pool when he struck up a conversation with 
a trader who was also reading it. “I asked 
him if this was really the way it works. He 
said, Tf anything, it’s worse,”’ Finkelstein 
recalls. The morning he got back from va- 
cation, he cold-called Katsuyama. Within 
weeks, lEX had raised $75 million from 
Spark and a group that includes Bain Capi- 
tal Ventures and MassMutual Ventures, as 
well as Netscape Communications founder 
Jim Clark and casino mogul Steve Wynn. 

It’s far from certain, however, whether 
lEX can become an exchange while pre- 
serving its innovative structure. One 
unique feature of lEX is broker preferenc- 
ing. Currently, if a broker has a buy order 
resting on lEX and then submits a match- 
ing sell order, those orders get to trade 
against one another first, jumping ahead of 
a match already submitted by anyone else. 
What’s more, the matching broker doesn’t 
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get charged. lEX implemented this system 
to overcome the tendency of some bro- 
kers, including big banks, to route trades 
to their own dark pools. The SEC frowns on 
the practice because it disadvantages inde- 
pendent market makers and smaller bro- 
kerages. So lEX has decided to drop it from 
its exchange application. 

A bigger question for lEX is whether its 
vaunted magic shoe box will survive. Reg- 
ulation National Market System, the 2005 
SEC rule that created the current U.S. market 
structure, says quotations must be “immedi- 
ately accessible” and defines immediate as 
“precluding any coding of automated sys- 
tems or other type of intentional device” that 
would delay them. Smith says that in 2010, 
when Nasdaq was starting PSX, the small- 
est of its three exchanges, it nixed incorpo- 
rating a speed bump after the SEC indicated 
it would likely object. 

Katsuyama believes lEX’s speed bump 
will pass muster, largely because it’s de- 
signed to create a fairer market. More and 
more, the SEC has questioned whether fast 
trading hurts average investors. SEC Chair- 
man Mary Jo White, in a June 5, 2014, speech, 
wondered whether current SEC rules should 
be revised so they don’t impede “initiatives 
that seek to de-emphasize speed.” 

Even if lEX becomes an exchange, its 
pricing may hobble its prospects. Simply 
put, lEX is expensive. It charges each side 
of a completed trade 9 mils (9 cents per 100 


At a building in Weehawken, New Jersey, servers 
house lEX technology that matches tens of 
millions of buy and sell orders every day. 


shares). On competing exchanges, brokers 
can pay as little as 2 mils after rebates. Those 
exchanges also have tiered pricing: The 
more volume a broker sends, the less it pays 
per share. That makes it harder for an up- 
start such as lEX to steal business, because 
brokerages are loath to lose this discount. 
Don Bollerman, lEX’s head of markets and 
sales, says the price difference between lEX 
and its competitors isn’t as great as it seems 
when one considers that lEX doesn’t charge 
for data or co-location. He also says that as 
lEX grows, it should be able to lower prices. 

Over breakfast, the silhouette of the new 
Freedom Tower visible through the win- 
dow behind him, Katsuyama reflects on his 
decision to leave banking. He says he was 
increasingly troubled by the way money 
on Wall Street bred corruption, encourag- 
ing people to make poor ethical decisions. 
Planning to start a family, he and his wife, 
Ashley , who grew up in Jacksonville, Flor- 
ida, had considered leaving New York and 
Wall Street behind. But first, Katsuyama 
wanted to try creating lEX. “If this is my 
last stop on Wall Street,” he says, “I’m OK 
with it.” After all, Katsuyama never wanted 
to be anything other than what he is: a nor- 
mal guy who thought he could build a bet- 
ter stock exchange. ay 
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Blythe Masters, 

here with her dogs 
in her Manhattan 
townhouse, left 
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CEO of a software 
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Blythe Masters, 

who helped give the world credit-default 
swaps, wants to upend finance again— this time with the 
code that powers bitcoin. 
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The penthouse meeting room in Le Parker Meridien 
hotel in midtown Manhattan is humming with 
chatter on this June afternoon. About a hundred 
money managers are networking at the end of 
the day at a Sandler O’Neill & Partners investor 
conference as the green rectangle of Central Park 
stretches into the distance 42 floors below. With 
neckties loosened and icy drinks in hand, the at- 
tendees largely ignore the founder of a fintech 
startup who’s presenting a PowerPoint about his in- 
vesting smartphone app. But when the next guest 
takes the floor, the room falls silent, f These Wall 
Street veterans all know who Blythe Masters is. 
She’s the wunderkind who made managing direc- 
tor at JPMorgan Chase at age 28, the financial en- 
gineer who helped develop the credit-default swap 
and bring to life a market that peaked at $58 trillion, 
in notional terms, in 2007. She’s the banl<er later vil- 
ified by pundits, unfairly some say, after those in- 
struments compounded the damage wrought by 
the subprime mortgage crash in 2008. Now, one 
year after quitting JPMorgan amid another con- 
troversy, Blythe Masters is back. She isn’t pitching 
a newly minted derivative or trading stratagem to 
this room. She’s promoting something wilder: It’s 
called the blockchain, and it’s the digital ledger soft- 
ware code that powers bitcoin. 


Masters is the CEO of Digital Asset Hold- 
ings, a New York tech startup. She says her 
firm is designing software that will enable 
banks, investors, and other market players 
to use blockchain technology to change 
the way they trade loans, bonds, and other 
assets. If she’s right, she’ll be at the center 
of yet another whirlwind that will change 
the markets. 

“You should be taking this technology 


as seriously as you should have been tak- 
ing the development of the Internet in the 
early 1990s,” Masters, a lithe 46-year-old 
Englishwoman with auburn hair and the 
proper diction of the Home Counties, ex- 
plains to the rapt audience. “It’s analogous 
to e-mail for money.” 

That’s a bold statement, but Masters 
isn’t the only voice heralding the coming of 
the blockchain. The Bank of England, in a 


report earlier this year, calls it the “first at- 
tempt at an Internet of finance,” while the 
Federal Reserve Bank of St. Louis hails it 
as a “stroke of genius.” In a June white pa- 
per, the World Economic Forum says, “The 
blockchain protocol threatens to disinter- 
mediate almost every process in financial 
services.” 

In a matter of months, this word, block- 
chain, has gone viral on trading floors and 
in the executive suites of banks and bro- 
kerages on both sides of the Atlantic. You 
can’t attend a finance conference these 
days without hearing it mentioned on a 
panel or at a reception or even in the loo. At 
a recent blockchain confab in London’s hip 
East End, the host asked if there were any 
bankers in the room. More than half the au- 
dience members, all dressed in suits, raised 
their hands. 

Now, everyone’s trying to figure out 
whether the blockchain is just so much 
hype or if Masters’s firm and other start- 
ups are really going to change the systems 
that process trillions of dollars in securities 
trades. When investors buy and sell syndi- 
cated loans or derivatives or move money 
around the world, they must cope with 
opaque and clunky back-office processes 
that rely on negotiated contracts between 
buyers and sellers, lots of phone calls, lots 
of lawyers, and even the occasional fax. It 
still takes almost 20 days, on average, to 
settle syndicated loan trades. 

Masters is betting that the blockchain, 
the breakthrough that permits people to 
buy and sell bitcoins without the need for 
an intermediary, can be used to stream- 
line all manner of financial transactions. A 
June report backed by Santander Inno Ven- 
tures, the Spanish bank’s fintech invest- 
ment fund, estimated the blockchain could 
save lenders up to $20 billion annually in 
settlement, regulatory, and cross-border 
payment costs. 

“You have front-end systems trading 
at warp speed, and nanoseconds of com- 
petitive advantage are being extracted, 
and yet the back end of Wall Street hasn’t 
been fundamentally overhauled in 
decades,” Masters says in an interview at 
her offices in Manhattan’s Flatiron Dis- 
trict. “Firms are dealing with greater 
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requirements for reporting, transparency, 
and dissemination of data. Costs have 
gone up and revenues have gone down. 
This technology really gets to the core of 
all those issues.” 

That’s why there’s been a Cambrian ex- 
plosion of blockchain startups, accelera- 
tors, and skunkworks in London, New York, 
and Silicon Valley. In April, UBS installed a 
half dozen developers in London’s Level39 


accelerator to download blockchain source 
code from the Internet and delve into how 
it might revolutionize payments, cyberse- 
curity, and other banking needs. Barclays, 
Goldman Sachs, the New York Stock Ex- 
change, and Santander are backing cryp- 
tocurrency ventures. And no surprise, 
Marc Andreessen, Jim Breyer, Reid Hoff- 
man, and other denizens of Sand Hill Road 
are all over this space. Venture capitalists 


plowed $400 million into dozens of digital 
currency startups in the first six months of 
this year, a fourfold jump from all of 2013, 
according to industry news site CoinDesk. 

Some of these ventures are building on 
the actual bitcoin blockchain. In June, 
Nasdaq teamed up with Chain, a San Fran- 
cisco firm, and launched a project to use 
the blockchain to issue and transfer the 
equity shares of closely held companies 




The blockchain, the ledger 
that underlies bitcoin, enables 
institutions to transfer and record 
assets other than the digital 
currency without an intermediary. 
Here’s how it’s being put to use. 


Gold 


Real Asset Co. in London permits gold bugs to record their bullion 
on the blockchain and will soon enable them to trade the metal. 




Syndicated Loans 


Remittances 

MeXBT in Mexico City 
provides a Web-based app 
that lets migrants send 
money via the blockchain 
to Mexico and withdraw 
cash from ATMs. 


Digital Asset Holdings, Masters’s 
firm, is creating a distributed 
ledger to handle the settlement 
of pooled corporate debt. 




Block Transaction 

and Chain 


Each block includes verified transactions, and 
the blockchain maintains a ledger with all prior 
transactions. The blockchain is duplicated by 
all the computers on a network. 


Private 

Shar«» 


Diamonds 


Nasdaq is 
developing a 
blockchain- 
based system 
for trading 
shares in 
closely held 
companies. 


London 

startup 

Everledger uses 40 
unique characteristics 
to ‘fingerprint’ large 
diamonds and record 
the stones on the 
blockchain to track 
them from the mine to 
someone’s finger. 


U.S. Treasury 
Repos 


Property Titles/ 
Land Records 


Factom, based 
in Austin, Texas, 
is building a land title registry in 
Honduras on the blockchain so 
citizens can defend their property 
in court from unlawful seizures. 


Airline Miles 


Interbank Payments 


Digital Asset is 
developing a way 
to record and 
settle these short- 
term government 
bond trades on a 
distributed ledger. 


London-based Earthport and Ripple Labs, a San 
Francisco startup, have launched a new international 
payments network on a private blockchain. 


Chain, a San Francisco firm, offers software tools 
for developers to build apps to transmit anything 
of value on the ledger, including loyalty points. 
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on the exchange’s private marketplace. By 
contrast. Ripple Labs, another San Fran- 
cisco company, runs a self-contained net- 
work for financial institutions that doesn’t 
rely on bitcoin at all. Masters plans to of- 
fer banks and other financial players both 
options: Digital Asset is creating an off-the- 
shelf private blockchain product and de- 
veloping ways to connect its customers to 
the existing bitcoin system. 

Whatever form it takes, the blockchain 
has the potential to change the very 
structure of the financial services indus- 
try, says Oliver Bussmann, the chief in- 
formation officer at UBS. “If you brought 
up bitcoin with bankers 12 months ago, 
you’d lose their attention immediately,” 
Bussmann says. “Now, everyone sees this 
as a critical topic. I know of more than 
100 firms that are trying to make the 
blockchain more scalable, more secure, 
to make the one that everybody will use. 
There’s a race on out there.” 

Maybe so, but rewiring the market’s in- 
frastructure is an awfully big task. So is 
persuading financial players to place their 
trust in a system embraced by cryptocur- 
rency anarchists and other fringy char- 
acters. Even if market pros do grasp the 
blockchain’s potential, will they buy in? 
“Look, the technology is potentially great, 
but you’re going to have to bring along all 


When it comes to adopting innovation, 
the financial services industry doesn’t ex- 
actly have a stellar record. For example, the 
global interbank payments system, which 
Uberoi’s Earthport is trying to shake up, 
is managed by a consortium of more than 
10,000 institutions. It’s so antiquated that 
it still takes days to send transactions from 
one part of the world to another. Jon Ma- 
tonis, a founding director of the Bitcoin 
Foundation, a Washington group that pro- 
motes the crypto currency, says a private 
blockchain run by banks could end up as 
just “another cartel” and function as poorly 
as the payments consortium. 


BLYTHE MASTERS SWINGS OPEN THE 

door of her ninth-floor offices, parks her 
suitcase, and exhales. Fresh off a flight 
from London, she’s relieved to be back on 
solid ground. Masters says her airliner was 
landing when it suddenly roared back into 
the sky to avoid a collision on the runway. 
“That’s the most dangerous moment I’ve 
ever had on a plane!” says Masters, who’s 
dressed in a black knit tunic, black tights, 
and Burberry-plaid flats. 

Her new digs at Digital Asset Holdings, 
with a worn wooden floor and views of air 
shafts, are a far cry from the Park Avenue 
executive suite at JPMorgan. The glass 


'YOU SHOULD BE TAKING THIS 
TECHNOLOGY AS SERIOUSLY AS YOU 
SHOULD HAVE BEEN TAKING THE 
DEVELOPMENT OF THE INTERNET IN 
THE EARLY 1990S; MASTERS SAYS 
OF THE BLOCKCHAIN. 


the regulators and the banks to change the 
ecosystem,” says Hank Uberoi, the former 
co-head of Goldman Sachs’s global tech- 
nology operations and now the CEO of 
Earthport, a London-based payments ven- 
ture. (See “The Money Mover,” May 2015.) 
“Change comes very slowly in that world. 
That’s going to be the hardest part.” 


walls are covered in scribbled pieces of 
code and diagrams with a lot of boxes and 
arrows. A gray terrier named Luna, the of- 
fice pooch, scampers under the confer- 
ence room table. A guest notes that 
Nasdaq has just hired a “blockchain tech- 
nology evangelist.” “We have a block- 
chain artist,” Masters replies, pointing 


out the one decorative object in the place, 
a painting depicting a network of black 
and blue lines. “That is our COO’s home- 
grown work,” she says with delight. “I 
rather like it.” 

Born in Oxford and educated in eco- 
nomics at Cambridge, Masters came of 
age at JPMorgan. At 18, she joined its 
London office as an intern during a year 
off before university. By her mid-20s. 
Masters was working on the bank’s de- 
rivatives team in New York. She helped 
design a way to remove lending risk from 
JPMorgan’s balance sheet by getting an- 
other party to protect the bank against 
a default in return for a premium. The 
contract, which made it possible to bet 
a bond would fall in value, was dubbed a 
credit-default swap, and investors fell in 
love with it. In 1999, Masters, then 30, was 
named head of the bank’s global credit 
derivatives unit. 

“Blythe has about as much wrapped up 
in one brain as I’ve ever encountered in fi- 
nance,” says John “Mac” McQuown, co- 
founder of KMV, a maker of widely used 
credit analysis tools. McQuown, 81, has 
known Masters since the early 1990s. “She 
is inventive, a risk taker, and beyond a 
doubt a force to be reckoned with.” 

Masters advanced quickly up JPMorgan’s 
ranks. Following a stint as CFO of its global 
investment bank from 2004 to 2007, she 
was appointed chief of a newly formed 
unit that helped clients manage risk in 
commodities markets. During the next 
five years, she built it into a profitable 
business that oversaw billions of dollars of 
physical assets. At the same time. Masters 
served as a board member and then chair 
of the Securities Industry and Financial 
Markets Association, known as SIFMA. 
Along the way, she earned a reputation as 
that rare figure on the Street, a corporate 
player with the innovative chops of an 
entrepreneur. 

“You were one of the most powerful 
women on Wall Street,” CNBC host Bob 
Pisani noted during an onstage interview 
with Masters at a fintech conference in 
June. 

“What do you mean I was?” Masters 
deadpanned. 
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After the fall of Lehman Brothers in Sep- 
tember 2008, some media outlets high- 
lighted her work with credit derivatives 
and cast her as one of the instigators of the 
crash. She became such a target of critics 
that a French graffiti artist spray-painted 
her likeness onto the wall of a museum 
called the Abode of Chaos near Lyon. 

In a speech that year at SIFMAs annual 
conference in New York, she noted that 
she’d been dubbed “The Woman Who Built 
Financial Weapons of Mass Destruction.” 


Masters had a hard time believing Digital 
Asset’s Sunil Hirani was serious when he 
first talked to her about bitooin. 


She responded to the swipes by saying the 
problem wasn’t the instrument but the way 
people used it. “Unfortunately, tools that 
transfer risk can also increase systemic risk 
if major counterparties fail to manage their 
risk exposures properly,” she said. 

JPMorgan CEO Jamie Dimon backed 
her all the way through this period, but her 


fortunes turned in 2013, when the 
Federal Energy Regulatory Com- 
mission investigated whether 
traders in her commodities di- 
vision manipulated California’s 
electricity market. JPMorgan 
paid a $410 million settlement to 
end the case without denying or 
admitting wrongdoing; Masters 
wasn’t implicated in the matter. 
Dimon agreed to sell the busi- 
ness to a Swiss trading firm called 
Mercuria Energy Group in March 
2014, and Masters resigned. 

For the first time in her career, 
she had nowhere to be and noth- 
ing to do except hang out with her 
husband and daughter in her Tri- 
beca townhouse, catch up with 
friends, and pursue her passion 
for show jumping. Masters has 
won first-place ribbons riding 
her two beloved European warm- 
blood horses, Aslan and Vamos. 

Then one day that summer, she 
grabbed breakfast with Sunil 
Hirani, an entrepreneur who co- 
founded Creditex Group, one of 
the first CDS brokerages. Hirani, 
48, an effusive man who’s made a 
fortune at the intersection of 
technology and derivatives, 
couldn’t stop talking about bit- 
coin. He was toying with the idea 
of creating futures contracts 
around the ersatz currency. He 
was also forming a startup. Digi- 
tal Asset, to explore how to apply 
the blockchain to the markets. 
He’d teamed up with Don Wilson, 
the founder and CEO of DRW 
Trading Group, a Chicago-based market 
maker and trading firm. 

Masters was surprised. Hirani was a 
shrewd Street vet. He’d sold Creditex for 
$513 million to Intercontinental Exchange 
in 2008. Why was he messing around with 
a technology associated with cypher- 
punks and anti-Fed libertarians? Wasn’t 
the currency’s price cratering amid scan- 
dals involving bitcoin-lubricated online 
drug bazaars and bankrupt bitcoin ex- 
changes? “Can’t we talk about something 
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more serious?” Masters pleaded with her 
old friend. 

Hirani knew that Masters’s knowledge 
of the inner workings of the markets would 
make her the ideal person to build the firm 
he envisaged and to sell this new technol- 
ogy to Wall Street. So he persuaded Masters 
to do some homework. Over the next few 
weeks, she delved into bitcoin’s origins and 
discussed its potential with Hirani and his 
colleagues as well as her network of regula- 
tors and market players. 


SO WHAT, EXACTLY, IS THIS THING 

that sounds like something you’d build 
with Lego pieces? Like many innovations 
in finance these days, the blockchain is 
code. 

In 2009, a mysterious coder named Sa- 
toshi Nakamoto released bitcoin and the 
math that makes it work on the Internet. 
He (or she or they— Nakamoto has yet to 
be identified) created a peer-to-peer net- 
work to enable people to buy and sell bit- 
coins and to automatically secure and 
perpetuate the system. Every 10 minutes, 
coders around the world known as miners 
race to be the first to solve mathematical 
equations and record transactions made 
with bitcoins as entries, or blocks, on a dig- 
ital ledger. In return for their work, which 
requires brute force computing power to 
complete, the program rewards miners 


■■ BLODMBER&TIPS 


Tracking Blockchain- 
Related Tweets 

You can use the Twitter Filter Builder 
(TWTR) function to create an alert that 
will notify you of tweets that include the 
word blockchoin. Type TWTR <Go>, enter 
BLOCKCHAIN in the field, and click on 
the Exact Match item. Next, click on the 
Display & Edit button on the red tool bar 
and select Set Alert Delivery. In the Delivery 
Options window, click on the box to the 
left of Deliver to Alert Catcher and click 
on Done. Type BLRT <Go> for Bloomberg 
Alert Catcher, a tool that consolidates your 
notifications. To monitor trading in bitcoins, 
type VCCY <Go>. Type Bl ETEC <Go> for 
the Bloomberg Intelligence dashboard on 
emerging technologies. JON asmundsson 


with bitcoins, which motivates them to 
process transactions faster. 

Here’s the key part: Every new block is 
connected to every prior one in a digital 
chain. So the record of every bitcoin trans- 
action lives on the computers of the miners 
and is updated with each new entry. That’s 
why the blockchain is also called a distrib- 
uted or a decentralized ledger. This replica- 
tion makes the blockchain secure. The only 
way to tamper with it would be to seize con- 
trol of most of the computers holding the 
blockchain in their memories, which min- 
ers call the “51 percent attack.” Such an 


a digital “smart contract” on a distributed 
ledger. Conceptually, it’s similar to the 
way you can embed video in an e-mail. 
But the difference is that when you send 
that smart contract along, it doesn’t just 
contain data, it transfers ownership of 
the security. The value belongs to who- 
ever possesses it. So a trade could be set- 
tled in minutes instead of days or weeks, 
Hirani says. 

Anyone with access to the ledger can 
read the contract with a click of a mouse. 
That means regulators, who depend pri- 
marily on self-regulatory organizations 


'IF YOU BROUGHT UP BITCOIN WITH 
BANKERS 12 MONTHS AGO, YOU'D LOSE 
THEIR ATTENTION IMMEDIATELY/ 

DBS'S BUSSMANN SAYS. 'NOW, EVERYONE 
SEES THIS AS A CRITICAL TOPIC.' 


assault has a better chance of materializ- 
ing in the next Bond flick than in reality, 
says Matonis, who’s also an editorial board 
member at CoinDesk. 

As Masters dug deeper into bitcoin, she 
learned that it was just one of many appli- 
cations that could run on the blockchain. 
Startups in London, Silicon Valley, and even 
Mexico City were already developing ways 
to use it to transfer and record land titles, 
airline miles, gold, and diamonds. Masters 
realized that bitcoin wasn’t really about 
bitcoin— it was all about the blockchain. “I 
had an aha moment,” Masters says. 

She then plumbed why the ledger could 
transmit assets without an intermediary, 
which would change everything she knew 
about the way the markets completed 
trades. Buyers and sellers, of course, 
can’t automatically trust one another. In 
the fixed-income market, for example, 
we need middlemen to draw up contracts 
between buyers and sellers that cover in- 
terest payments, terms, and collateral, 
plus clearinghouses to guarantee the ex- 
change of cash for securities. Through 
her research. Masters understood how 
you could input all that information into 


to police the markets, could easily verify 
that a securities transaction didn’t violate 
anti-money-laundering rules or other laws. 
The blockchain, in essence, automates 
trust, Hirani says. 

The clincher for Masters was how the 
technology can affect risk. Every hour that 
a trade hangs suspended between sale and 
purchase, the chances mount that it won’t 
be fulfilled, she says. Institutions have to 
set aside capital to protect themselves from 
such failures. Since the 2008 crash, regu- 
lators in the U.S. and the European Union 
have directed banks to set aside ever-larger 
sums to cover their exposures. If the block- 
chain could shorten the settlement time 
for, say, syndicated loans, from 20 days to 
10 minutes, this risk would be reduced and 
capital would be freed up. 

“I spent my whole career thinking about 
risk, markets, infrastructure, and regula- 
tion,” Masters says. “I had seen the finan- 
cial crisis unfold, and I had seen the credit 
derivatives market get operationally ahead 
of itself, which resulted in systemic risk 
counterparty exposures. I began to believe 
that distributed ledgers had the capability 
to tackle that problem.” 
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In March, Masters joined Digital As- 
set as CEO. She, Hirani, and Wilson set to 
work developing blockchain-based soft- 
ware for three inefficient markets they 
deemed ripe for an overhaul: syndicated 
loans, U.S. Treasury repos, and equity 
shares in private companies. At the same 
time. Masters recognized that the open 
structure of the bitcoin process— no one 
controls who does the mining— would be 


anathema to an industry in which client 
confidentiality is sacrosanct. So in July, 
the company acquired Hyperledger, a San 
Francisco software firm that’s develop- 
ing the technological equivalent of gated 
communities. Its system is designed so 
that users will be able to process transac- 
tions themselves rather than depend on 
the open bitcoin blockchain. “With pri- 
vate chains, you can have a completely 



known universe of transaction proces- 
sors,” Masters says. “That appeals to fi- 
nancial institutions that are wary of the 
bitcoin blockchain.” 

While this vision of a superefficient 
financial world is enticing, let’s not forget 
that Masters and her rivals will have to per- 
suade institutions and regulators to uproot 
decades of legacy IT systems and practices. 
And the introduction of the blockchain 
will make the markets’ infrastructure even 
more complex than it already is, at least in 
the short term. 

Skeptics question whether one piece 
of code could in a single stroke make 
finance faster, more transparent, and more 
efficient. “People are talking about how the 
blockchain is going to be some kind of Mes- 
sianic savior for the database industry,” says 
Bradley Howard, the head of digital media 
at Endava, a London-based IT services pro- 
vider. “It may be fantastic in some cases, 
but it could also just be the latest fad.” 

Yet Masters, who in July joined the 
board of Santander’s U.S. unit as non- 
executive chairman, is betting that the 
mindset at the highest levels of finance 
is changing. The advent of peer-to-peer 
lending, mobile banking, and other inno- 
vations is forcing Wall Street’s chieftains 
to rethink their businesses. She says the 
blockchain may be the biggest fintech 
play of them all. 

“Blythe sees that a new industry is being 
created,” says Hirani, who’s known Mas- 
ters for 17 years. “There’s no infrastructure. 
There’s no companies that have any kind 
of scale. She’s done the bank thing. She did 
commodities. She did derivatives. She did 
loan portfolio management. This allows 
her to bring all of that experience to bear 
in creating an ecosystem— and a company 
around it.” 

Twenty-three years ago. Masters 
opened up fresh territory with credit de- 
rivatives. Now, she’s determined to do it 
again, although this time it’s with a tech- 
nology that was initially designed to by- 
pass the financial system. Masters, with a 
very British dose of understatement, puts 
it this way: “I’ve always been motivated 
to innovate where the implications are 
significant.” bm 


56 BLOOMBERG MARKETS OCTOBER 2015 


□BitGold 


TYPEXAU<GO> 


TSX Venture | 
Exchange M 

TSiQ 



r XAU 


Building the First 

by combining the unique attributes oF 
gold with the mobile-internet revolution. 

Learn more at BitGold.com 



] BitGold LJ™Vikrtite XtcaPv Cetd Cnm CZf JZ ^ 

£24,787.99 £28.46^ 


^ Go4d Price 






m 


£24 


20 


63 








4pr»l« MtflQIi JunHU Jyi»T4 4||»94 




CU3014 


HwMU 


&K»H 


MmJrni 








W hen Berkshire Hathaway chairman Warren Buffett 

finally bought his first private jet, he decided to christen 
the craft The Indefensible. Choosing that name 
was Buffett’s nod to his many historical critiques of executive 
extravagance — ^jibes likely to boomerang once the legendary 
investor bought his own plane. But Buffett didn’t 
just grow accustomed to private aviation; he would later 
double down by acquiring one of the major aircraft leasing 
companies, NetJets. 

Some businesspeople that crunch numbers for a living may 
still harbor bias against private-jet travel, convinced that it’s 
not cost-effective for them. However, after weighing the merits 
of private flying, many grasp that their old way of thinking has 
resulted in missed opportunities — and trackable hard costs. 
Statistically, those who fly in a business jet are proven to gain 
an average 50 percent time savings over those who favor the 
hub-and-spoke labyrinth of commercial air travel, and there is 
increased value in the privacy, team cohesion, client service and 
air-to-ground conferencing provided by a corporate aircraft. 

Staring out the window from one of those packed commercial 
flights, it’s easy to spot a business jet headed down the runway, 
and wonder. Who are those guys? According to Steve Cass, 

Vice President of Communications at Gulfstream Aerospace, 


there’s no real mystery to it. “Wherever you find economies and 
business sectors growing the fastest,” says Cass, “that’s where 
private aviation is experiencing its biggest growth.” 

As the only business jet manufacturer that has no other lines 
of business — it doesn’t make commercial aircraft, fighter jets or 
automobiles — Gulfstream is a bellwether brand for the industry, 
which finds itself on an upward trajectory. According to a recent 
independent study from Research and Markets, demand for 

these sleek machines saw 
6.5 percent year-over-year 
growth in 2014, based on 
units delivered. Through 
the year 2033, the long- 
term trend points toward 
2.8 percent annual growth 
for private jet makers. 

The Research and Markets 
report notes that an important 
driver of sales growth is the 
ability of leading brands to 
produce “cutting-edge technologies and innovations translating 
into enhanced performance capabilities, safety features and 
optimized operating economics.” Gulfstream, for its part, strives 




to exemplify that observation. The Savannah, Ga. -based firm 
recently introduced its new G500 and G600 airplanes, jets that 
continue the heritage of its storied GIV-series aircraft, the best- 
selling business jet ever. The G500 will have a range of some 
5,000 nautical miles, at a speed of up to Mach 0.85 (equal 
to about 560 miles per hour). It can even fly with a bit more 
velocity — up to 0.9 Mach — at which speed its range reaches 
3,800 nautical miles. 

The G500 interior is all about quality rather than the ability 
to hold a large quantity of jammed passengers. The aircraft can 
carry 18, and provides each passenger with large volumes of 
personal space while they’re seated. And when they stand up, 
they enjoy the headroom provided by 6-foot, 4-inch ceilings. 
Pedestal-mounted conference tables can be adjusted for height, 
while high-speed communications and entertainment gear 
create an office in the sky or, when work is done, an in-flight 
media room. 

Among the Federal Aviation Administration’s innumerable 
rules, there isn’t one requiring cabin windows to be the size of 
cereal boxes. Panoramic windows line the fuselage of the G500, 
providing wide views and filling the cabin with natural light. Any 
business-class traveler can attest that the air quality on a loaded 
commercial jet can make travel unpleasant, and make recovery 
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from a long flight a productivity issue. But on the G500, 
100-percent fresh air permeates the cabin, and is replenished 
every two minutes. 

The company works on a customer-based product cycle, filling 
newly identified needs as they arise; and a formal advisory group 
was tapped to comment extensively on the features built into the 
new G500 and its longer-range, longer-cabin sister plane, the 
G600. (The two models have an $1 1 million price-point gap 
between them, with the G500 selling for about $43.5 million and 
the G600 for about $54.5 million.) Advance sales of the G500 
and G600 are extremely encouraging, and comprise a portion 
of Gulfstream’s current $13 billion order backlog. 

Another introduction driving sales is the G650ER aircraft, an 
extended-range version of the G650, which made an impressive 
debut in 2012. “We got a great response to the G650’s rollout,” 
says Cass. “That included demand for a G650 that could fly an 
additional hour, or roughly 500 more nautical miles.” 

Essentially, the “ER” designation is a gross weight increase 
with additional fuel, which can happen on the assembly line 
with a new airplane, or in the retrofit shop at a cost of about 
$2 million. “The extra fuel margin this represents can also allow 
you to fly faster or carry more payload,” Cass explains. “It’s 
been a very popular option.” The term “city pairs” is industry 
shorthand to express an aircraft’s range without refueling, and 
the new Gulfstream 650ER can fly nonstop from Los Angeles 
to Melbourne, Australia. 

Businesspeople reluctant to embrace private aviation can 
find extra persuasion in Gulfstream’s ambitious sustainability 
measures. The company just signed a multiyear contract with 
a fuel supplier that will allow it to use a 30 percent biofuel 
mixture made from agricultural waste for its flight tests, its 
product-support fleet and its demo aircraft, which facilitates 
a 50 percent reduction in greenhouse gas emissions versus 
conventional jet fuel. 

Faster, more comfortable, more secure and more efficient 
aircraft provide numerous advantages for business teams 
that fly in them — all with the promise of achieving environmental 
innovations, as well. As a result, when it comes to the 
ideal mode of air travel for executives, anything else seems 
indefensible. — David Gould 
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The Isle of Man is a strange place. 

Home to four-horned sheep, cats with- 
out tails, and perfectly preserved Victo- 
rian-era steam locomotives, this rock in 
the middle of the Irish Sea is perhaps best 
known for hosting the world’s most dan- 
gerous motorcycle race, the Manx TT. 



It’s also a place where, after you take a 
70-minute flight from London, a car ser- 
vice called The Lady Chauffeurs will meet 
you at the airport in a silver Mercedes-Benz 
S- Class. Imagine my surprise, then, when 
I’m greeted at arrivals by Keith, who, while 
courteous, impeccably dressed in a gray 
suit, and an able driver, is most decid- 
edly not a lady. “All of our regular drivers 
are busy,” says an apologetic Nula Perren, 
who owns the company and has accompa- 
nied Keith to the airport. Not that I mind. I 
didn’t choose The Lady Chauffeurs for its 
ladies; I booked for the bitcoin. 

Lady Chauffeurs is one of a growing 
number of businesses on the island that ac- 
cept the digital currency. Bitcoin startups 
tend to cluster where the venture capital 
money is: London, New York, San Fran- 
cisco. Taking on these behemoths might 
appear to be a stretch for a tiny British pro- 
tectorate that can seem more time capsule 
than Tomorrowland. Yet the Manx govern- 
ment is indeed seeking to make the island 
the world’s foremost hub for the technol- 
ogy. Some 25 startups working with dig- 
ital currencies or the blockchains that 



Opposite: Rolling hills 
meet the sea at the 
town of Peel, on the 
island’s western coast. 
This page, clockwise: A 
car service called The 
Lady Chauffeurs 
accepts bitcoins, one 
of a few island 
businesses that do; 
Manx cats, a domestic 
breed that originated on 
the island, lack tails; 
Nick Williamson, an 
American transplant, 
runs the startup Pythia, 
which provides 
off-the-shelf software 
customers can use to 
create and run their 
own customized 
blockchains. 
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underpin them are already based here— 
and that number is growing steadily. 

As our S- Class glides toward Douglas, 
the island’s capital, passing green hills 
speckled with sheep, Perren explains that 
her car service caters exactly to this crowd 
of cryptocurrency entrepreneurs and bit- 
coin enthusiasts. Many of these newcom- 
ers (or “comeovers” as Manx natives term 
them) are young programmers and tech- 
savvy professionals from the U.S., Can- 
ada, and Brazil who first arrived for jobs in 
online gambling. During the past decade, 
some of the world’s biggest such compa- 
nies have relocated here— including Ra- 
tional Group, which owns the websites 
PokerStars and Full Tilt Poker— making the 
island as important to online poker as Las 
Vegas and Macau are to bricks-and-mortar 
casinos. Perhaps unwittingly, they’ve also 
played midwife to the island’s cryptocur- 
rency community. Although most online 
gaming companies won’t accept bitcoins, 
the digital currency is popular among the 
island’s tech set, and some devotees have 
traded their jobs for startups dedicated to 
digital currencies. 

Nick Williamson, a toussle-haired Amer- 
ican who dropped out of Illinois Institute 
of Technology to play professional poker, 
is one of them. In 2011, PokerStars lured 
Williamson here with a job managing its 
nontournament cash games. “As long as 
you can find a chance to get off the rock 
from time to time so you don’t get cabin 
fever, it’s great,” says the 29 -year- old Mid- 
westerner. His lapel pin implies even more 
enthusiasm for his adopted home; it’s the 
Isle of Man’s triskelion, a vaguely creepy 
heraldic symbol of three disembodied, ar- 
mored legs. 

Williamson became interested in bit- 
coin for its potential to revolutionize on- 
line poker, perhaps one day eliminating 
the need for a neutral party to administer 
the game and verify players’ stakes. After 
moving to the island and messing around 
with the bitcoin source code in his spare 
time, he started writing his own blockchain 
protocol. (See page 46 for more on the 
blockchain.) In November 2014, he left Pok- 
erStars to focus on Pythia, a Manx startup 
he founded that provides off-the-shelf 
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Opposite: Brian Donegan, top, spearheads 
the government’s cryptocurrency efforts; 
while the island is better known for its steam 
locomotives, the Manx Electric Railway 
also operates a 17-mile line from Douglas to 
Ramsey. This page, from top: St Mary’s Isle 
in Douglas Bay, which once offered refuge to 
shipwrecked sailors; Charlie Woolnough, at 
the Douglas railway station, helped found 
CoinCorner, a bitcoin exchange. 



software customers can use to create and 
run their own customized blockchains. 

To prove the feasibility of Pythia’s pro- 
tocol, Williamson found an unusual part- 
ner: the Isle of Man’s government. The 
government is creating a register of the is- 
land’s cryptocurrency companies— and, 
as a pilot project, that register will itself be 
stored on a blockchain created using Py- 
thia’s protocol. This will make the Isle of 
Man the first government anywhere to use 
a blockchain to store official data, William- 
son says. 

“It just demonstrates our bona fides,” 
Brian Donegan, an official who helps 
spearhead the island’s pitch to cryptocur- 
rency businesses for the Department of 
Economic Development, says of the block- 
chain pilot. “But it also signals that we have 
a balance between the importance of regu- 
lation and being open for business.” 
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The way Donegan sees it, while the 
U.K. dithered next door, publishing 
hand-wringing white papers about how to 
approach bitcoin, the Manx government 
plowed ahead. In less than a year, it cre- 
ated a regulatory framework and passed 
legal changes through the Isle of Man’s 
parliament, the Tynwald, which dates 
back more than 1,000 years and claims to 
be the world’s oldest continuously operat- 
ing legislature. 

Cryptocurrency exchanges must 
now abide by the island’s anti-money- 
laundering and know-your-customer re- 
quirements, with the Isle of Man’s financial 
regulator enforcing compliance. “To keep 
crime out and protect the consumer is our 
absolute priority,” Donegan says. 

Eric Hollreiser, communications direc- 
tor of Rational Group, says he sees paral- 
lels between the government’s creation of 
a regulatory regime for online gaming a de- 
cade ago, which helped legitimize the en- 
tire sector, and what’s happening today 
with bitcoin, which also has a Wild West 
reputation. “That was the tipping point in 
our decision to locate here,” the Los Angeles 
expat says of the e-gaming regulations. 

There’s more for fintech entrepreneurs 
to like about the Isle of Man than its regula- 
tory regime. The three fiber-optic rings that 
connect the island to Ireland and the U.K. 
provide unusually powerful bandwidth. 
Electricity is plentiful and reliable— as are 
the island’s ultrasecure, resilient data cen- 
ters. And then there’s the island’s tax struc- 
ture: no corporate tax; no capital gains or 
dividend taxes; and low rates of personal 
taxation, topping off at 20 percent, less 
than half the highest rate in the U.K. 

The Isle of Man’s swift acceptance of dig- 
ital currencies comes at a time when the 
protectorate is under increased scrutiny 
from the U.K. and other governments for 
its status as an offshore tax haven. The is- 
land— which has enjoyed three decades of 
continuous economic expansion and has 
a history of embracing emerging techno- 
logical innovations, such as satellites and 
cellular service— is also seeking to further 
diversify its economy, and e-commerce 
(which includes online gaming) already 
accounts for more than 20 percent of the 
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Clockwise from top left: A 
customer pays for coffee with 
bitcoins at Java Express; 
Adrian Forbes, who runs the 
startup TGBEX, sits next 
to a statue of actor Norman 
Wisdom, who retired to the 
island: Forbes’s TGBEX sells 
tokens engraved with a 
bitcoin private key; the 
cryptocurrency community 
congregates at The Thirsty 
Pigeon, where bitcoins 
buy pints. 
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Isle of Man’s £4 billion ($6.2 billion) annual gross domestic prod- 
uct. (Financial services account for about 35 percent of GDP, 
while other professional services— including law and account- 
ing-make up about 20 percent.) The Manx government wants 
to avoid the fate of Jersey, another British protectorate and off- 
shore financial center, which faces a potential £125 million bud- 
get shortfall by 2019, in part because the UK. has cracked down 
on tax avoidance strategies that rely on offshore funds. 

But doesn’t regulation undermine the whole point of bitcoin, 
which was founded on the libertarian promise of unshackling 
money from government oversight? It’s a question Charlie Wool- 
nough hears often. The Manx native helped set up CoinCorner, a 
bitcoin exchange, on the island in 2014 as well as the Manx Digi- 
tal Currency Association, which represents the island’s nascent 
cryptocurrency community in discussions with the government 
and regulator. 

Woolnough says submitting to “an intelligent regulatory re- 
gime” is the only way bitcoin will gain widespread acceptance. 
“Otherwise, bitcoin could become just the plaything of the dark 
Web,” he says, referring to the constellation of illicit Internet 
sites run by anonymous servers. A lanky 39-year old, Woolnough 
spent a decade working in the hedge fund industry in London 
before returning to the island in 2013 because he felt it offered 
his family a better quality of life. Since coming back, he’s be- 
come a bitcoin guru, educating many islanders about the cryp- 
tocurrency. Of the few Manx retailers that accept bitcoins, most 
have begun doing so after Woolnough helped connect them to 
CoinCorner. 

Not that the digital currency is exactly ubiquitous yet. My 
Lady Chauffeurs taxi ride; a couple of cappuccinos at Java Ex- 
press, a Douglas cafe; and a few pints of Manx-brewed Okells at 
Douglas’s Thirsty Pigeon pub were the only things I managed to 
actually buy with bitcoin during three days on the island. 

As Woolnough tucks in to a lunch of locally caught hake at The 
Little Fish Cafe, a forest of sailboat masts swaying in Douglas’s 
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North Quay behind him, he says he hopes that bitcoin becom- 
ing a regulated industry on the isle will also unlock access to 
mainstream Western European banks. CoinCorner, like most 
European bitcoin exchanges and digital-wallet providers, has 
an account with a small Eastern European bank, which deters 
some customers and business partners who would prefer the 
added comfort of dealing with a bank whose brand they rec- 
ognize and respect. 

The new regulations divide the Isle of Man’s burgeoning 
bitcoin fraternity. “You can buy a Rolex or diamonds with- 
out going through an extensive know-your-customer pro- 
cess, and these things are much less traceable than bitcoin,” 
says Isle native Adrian Forbes. The founder of TGBEX, Forbes 
sells physical bitcoins or— rather, as his lawyer always re- 
minds him to clarify, lest he be classified as a foreign- 
exchange operator— “decorative, metal novelty tokens.” Each 
token is engraved with a bitcoin private key that enables a 
purchaser to transfer a set amount of the currency to a digi- 
tal wallet. Forbes does the engraving himself in a tiny office 
decorated with CrypArt lithographs that incorporate QR codes 
for bitcoin digital wallets. A bitcoin true believer, he sees the 
digital currency as a step toward a better world: “It’s a global 
currency that can’t be manipulated by any 
government, can’t be devalued on a whim,” 
he says. “You have these debt crises going 
on; these things couldn’t happen if every- 
one used bitcoin.” 

Forbes grew up on the Isle of Man but 
left to work in financial services in the U.K. 
and Ireland before returning in 2013. Being 
on such a small island has big benefits, he 
says. “You can meet people at the very top 
of government, they will listen to you, and 
you can get things done quickly,” he says. 

Unlike locals Forbes and Woolnough, 

Gareth Jenkins, a 35-year-old British pro- 
grammer and computer game developer, 
first set foot on the Isle of Man in Septem- 
ber 2014 for Crypto Valley Summit, an 
industry conference. He came to get ex- 
posure for his startup, EVA Plexus, which 
created a protocol for storing data on 
the bitcoin blockchain. Jenkins fell hard 
for the place; he went home to England, 
packed his bags, and moved here. “I like 
that Douglas is a small town that doesn’t 
feel like a small town,” he says from a perch 
in Noa Bake House, a hipster bakery, cafe, 
and flower shop near the town’s waterfront. 

Hipster bakeries, locally brewed beer, ul- 
trafast broadband— the Isle of Man has ev- 
erything a bitcoin hub needs, plus some 
seriously strange charm. bu 


Gareth Jenkins, below, moved to the island shortly 
after attending an industry conference there in 
September 2014; a view of Douglas, the Isle’s capital 
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Tom Blomfield wants 
to grab business 
from the U.K/s big 
four lenders. He 
doesn't look like a 
typical banker, and 
he doesn't want his 
Mondo mobile app 
to behave like 
a typical bank. 

BY STEPHANIE BAKER 
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ON A SWELTERING 

afternoon in July, Tom Blomfield emerges 
from the Bank of England offices in the 
heart of the City of London and promptly 
sheds his suit jacket. Blomfield, the 
29-year-old, bearded CEO of Mondo, a 
startup smartphone bank that’s applying 
to operate in the U.K., isn’t the suit-wearing 
type. He’s eager to get back to his Clerken- 
well workspace for a beer to celebrate Mon- 
do’s surmounting a big hurdle in its quest 
for a banking license. 


Blomfield and his team have just spent 
two hours getting grilled by eight regu- 
lators from the central bank and the Fi- 
nancial Conduct Authority. The officials 
quizzed them on how Mondo will attract 
customers and remain financially viable. 
After poring over Mondo’s 250-page sub- 
mission, which included details of its cap- 
ital and liquidity plans, the group pressed 
Blomfield on why he wanted to run a bank. 
“They said he didn’t look like a typical 
banker,” recalls Mondo Chairman Denise 
Kingsmill, who, as a member of the House 
of Lords and a former deputy chairman of 
the U.K.’s Competition Commission, added 
a touch of gravitas to the presentation. 

Blomfield had a ready retort: “I said I 
want to run a new type of bank.” 

When he’s not trying to charm regula- 
tors, Blomfield shows the kind of passion— 
and irritation— it takes to build a bank from 


scratch. His catalog of complaints about 
big lenders is familiar to most consumers: 
hours of paperwork to open an account or 
apply for a loan, exorbitant fees for using 
your credit card abroad, onerous overdraft 
charges, and clunky mobile apps. “I wake 
up and say: ‘My bank is so bad. These guys 
are dinosaurs!”’ Blomfield says. “It impacts 
me, my family, all my friends. We all have 
to use banking, and it’s broken.” 

Blomfield wants to make Mondo the 
Google or Facebook of banking with ac- 
counts that are as easy to use as e-mail. 
“We are targeting a demographic that val- 
ues being able to do everything over a mo- 
bile phone in five seconds,” he says. 

If Blomfield and Kingsmill get their 
way, Mondo won’t be just another 
snazzy app using the license of an exist- 
ing bank. That’s been done in the U.S. by 
Simple.com, which piggybacks onto 
Bancorp Bank, and in Germany by Num- 
ber26, which is bolted to Wirecard Bank. 
Unlike other startups, Mondo has built 
proprietary software. If Mondo gets a li- 
cense from the BOE’s Prudential Regula- 
tion Authority, it could— as early as next 
year— begin taking deposits and lending 
money. 

Should Mondo pass muster, it might 
thank Chancellor of the Exchequer George 
Osborne. He’s overseen the regulatory re- 
vamp that’s made it easier for startup banks 
to get off the ground. In a speech last year 
at Canary Wharf tech accelerator LeveI39, 
Osborne said he wanted to make London 
the “fintech capital of the world.” In March, 
he said the Bank of England should grant at 
least 15 new licenses in the next five years. 

“Osborne is a real tech geek,” says Ro- 
han Silva, a former technology adviser at 10 
Downing Street, pointing out that the chan- 
cellor learned to code as a teenager. “Inves- 
tors and entrepreneurs haven’t started new 
banks in this country because they knew 
the regulators wouldn’t let them,” he says. 
“We thought if we took away regulatory 
barriers, fintech would explode.” 

When it comes to British banking, such 
innovation looks long overdue. The big four 
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Mondo Chairman Denise Kingsmill recalls 
how regulators reacted to Blomfield: They 
said he didn’t look like a typical banker.’ 



banks— Barclays, HSBC Holdings, Royal 
Bank of Scotland Group, and Lloyds Bank- 
ing Group— control 77 percent of the U.K.’s 
65 million personal checking accounts. Cus- 
tomers aren’t overwhelmingly happy with 
the available choices. Only 60 percent say 
they’re satisfied with their bank, a 2014 sur- 
vey from consulting firm Accenture found. 

It used to be exceedingly difficult to start 
a bank in the UK. The process took years 
and required millions of pounds in upfront 
capital, without any indication whether 
regulators would give their seal of approval. 
When a bricks-and-mortar lender called 
Metro Bank opened its doors in 2010, it was 
the first new retail bank UK. regulators had 
authorized in 100 years— and it took them 
almost two years to OK it. Today, Metro has 
more than 500,000 customers, and deposits 
surged 188 percent to £2.9 billion ($4.5 bil- 
lion) last year. While Metro’s branches are 
open seven days a week and feature ameni- 
ties such as water bowls for dogs, the bank 
began offering a mobile app only last year. 

The application process is now sim- 
pler— for both physical banks like Metro 
and digital ones like Mondo. Under BOE 
and FCA rules, a new entrant can hold as 
little as £1 million in capital initially. An ap- 
plicant needs common equity Tier 1 capi- 
tal of 4.5 percent of risk-weighted assets, 
significantly less than the 9.5 percent re- 
quired under the old rules that still apply 
to existing banks. The Bank of England 
says it will use its discretion to give start- 
ups more time than before to build the ad- 
ditional capital required under Basel III. 
“Regulators here are much more progres- 
sive and open than in the US.,” says Eileen 
Burbidge, an American who’s a partner at 
Passion Capital, the London venture firm 
that in April gave Mondo $2 million in seed 
money. “If you’re doing leading-edge fin- 
tech, London is the place to be.” 

Indeed, investment in fintech compa- 
nies is growing faster in the UK. than it 
is anywhere else in the world. Last year, 
London’s fintech startups attracted £343 
million, triple the amount invested in the 
previous year, according to London & Part- 
ners, a firm set up by London Mayor Boris 
Johnson to promote the city. UK. fintech 
companies raised £306 million in the first 



U.K. regulators 
have lowered 
the capital 
requirements and 
shortened the time 
it takes to gain a 
banking license. 
Thirteen lenders 
have won licenses 
since the process 
changed in 2013. 
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half of 2015 alone. With venture capital 
red-hot for fintech, Mondo’s goal to attract 
a further $15 million to begin operating as 
a bank looks modest. The sum would cover 
additional hiring and marketing as well as 
initial capital to back any lending losses. 

More banks are getting the green light— 
and getting it faster. Thirteen have won li- 
censes since the regulatory changes in 
2013. In June, Atom Bank became the U.K.’s 
first digital- only lender to secure approval, 
just six months after it formally applied. 
It expects to begin opening accounts next 


year, focusing on its mobile app to target 
small and medium-sized businesses and 
consumers. 

Atom likely will beat Mondo to the mar- 
ket. It has attracted £25 million in financ- 
ing from such big names as Jim O’Neill, the 
former Goldman Sachs economist who’s 
now the U.K. Treasury’s commercial sec- 
retary, and venture capitalist Jon Moul- 
ton. “It’s in everyone’s interest to digitize 
as much of the customer experience as you 
can because it costs less,” says Mark Mul- 
len, Atom’s CEO, who ran First Direct, the 
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telephone bank set up by HSBC in 1989. 
Atom hasn’t revealed details of its mobile 
app. Mullen says only that he hopes to use 
biometric security and locational data to 
enrich the offering. 

In contrast, Mondo is an open book. It’s 
in the process of rolling out a prototype app 
and prepaid MasterCard to a few hundred 
people initially to get feedback on which 
parts are popular and which aren’t. “We 
don’t want to be building a 
bank behind closed doors,” 

Blomfield says. “The real 
value is not in the ideas but 
in the execution.” 

Blomfield’s time at Silicon Valley incu- 
bator Y Combinator in 2011 shapes his ap- 
proach, so much so that he sometimes dons 
a T-shirt with the Y Combinator motto: 
“Make Something People Want.” Blomfield 
earned a law degree at the University of Ox- 
ford. A few years later, he teamed up with 
two fellow Oxford grads to build GoCard- 
less, a simplified system for companies to 
accept recurring payments. Today, it’s used 
by the Guardian to collect subscriptions 
and the U.K. government for road taxes. 
Blomfield still has a stake in GoCardless, 
which processes $1 billion of transactions 
a year. 


Mondo shows you what you’re 
spending— and where. And it alerts you 
if you’re getting into financial trouble. 


Once GoCardless was up and running, 
Blomfield set his sights on banking for con- 
sumers. He joined with experienced bank- 
ers to get Mondo off the ground. The chief 
risk officer is Paul Rippon, the former head 
of operations at Allied Irish Bank; the chief 
financial officer is Gary Dolman, the for- 
mer CFO of Japan’s Mizuho International. 

While technology has changed every as- 
pect of our lives, Blomfield says consumer 


banking has remained frozen in time. 
Banks continue to offer customers a static 
list of deposits and withdrawals rather than 
providing timely updates or useful tools to 
analyze spending or saving. In a world of in- 
stant messaging, many lenders don’t com- 
municate in real time. Blomfield’s current 
bank (which he declines to name) took two 
weeks to alert him he’d overdrawn his ac- 
count by £800 and then charged him £20. 
“The banks have their hands in your pock- 
ets constantly, taking money out,” he says. 

The Mondo app is designed to tell you if 
you mess up. It lets you set up real-time no- 
tifications that say how much you’ve spent 
daily or whether you’re going into over- 
draft. If you need £500 to tide you over to 
payday, Mondo will tell you how much it 
will cost for a short-term loan instead of 
charging you after the fact. 

Pulling out his phone, Jason Bates, Mon- 
do’s 43-year-old co-founder and chief cus- 
tomer officer, shows his Mondo prototype 
app. He’d just had a burger with his wife at 
Five Guys in Soho, which turned up imme- 
diately on his account with a map of where 
he’d used his Mondo card. With a swipe, he 
demonstrates how you can turn off the card 
if you lose your wallet and immediately 


'My grandmother would not use this bank/ 

Blomfield says of Mondo. 

'But a big segment of the population would.' 
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m BLOOMBERG TIPS 

Tracking Mondo on Twitter 

You can use the Twitter Filter Builder (TWTR) function to set an alert that will notify you of tweets 
relating to Monde. Type TWTR <Go> on the Bloomberg Professional service. The mobile banking 
startup’s Twitter handle is @getmondo, so enter GETMONDO in the field and click on the getmondo 
Twitter Feed item. To set an alert, click on the Display & Edit button on the red tool bar and select 
Set Alert Delivery. In the Delivery Options window that appears, click on Deliver to Alert Catcher and 
then on Bring Catcher to Front, for example, to send the notification to your Bloomberg Alert Catcher, 
a tool that consolidates all of your alerts. Click on the Done button. JON asmundsson 


turn it back on if you find it. You can even 
block your card at pubs to encourage a dry 
spell. 

By tracking your regular bills, Mondo 
can alert you if something is out of the or- 
dinary, like a utility charge that’s higher 
than normal. This smarter use of data can 
help detect fraud. Bates says. “We see your 
phone is in Manchester but your card was 
being used in London,” he says. “We can 
block your card and send you a text saying: 
‘Something is fishy. Can you confirm?’” 

Blomfield and Bates say Mondo could 
charge much lower fees and still become 
profitable because its cost base is a fraction 
of what major banks shoulder. Old-style 

‘If you’re doing leading-edge fintech, London 
is the place to be,’ says Eileen Burbidge, 
a partner at Passion Capital, which gave 
Mondo $2 million in seed money. 


lenders are saddled with the expenses of 
maintaining branches and updating an- 
tiquated IT systems. Back-end computer 
systems that process transactions can date 
to the 1970s and have had meltdowns, says 
David Parker, a financial services consul- 
tant at Accenture in London and former 
director of operations at Barclays Capital. 
Last year, British regulators fined RBS £56 
million for a computer failure in 2012 that 
left 6.5 million customers without access to 
their accounts for weeks after a contractor 
updated software. “It’s difficult to build an 


app that’s fantastic when you have an ugly 
core banking system,” Parker says. “The 
banks have to change quickly or they run 
the risk their customers will desert them.” 
Philip Hampton, who was then RBS’s chair- 
man, said the problems “revealed unac- 
ceptable weaknesses in our systems.” 

Not everyone is convinced tech-savvy 
banks will lure enough customers from the 
big four to become major players. New fin- 
tech banks may have a hard time attracting 
more than just “hardcore money geeks,” 
says James Moed, a consultant to fintech 
startups and a former director of IDEO, 
a London-based financial services de- 
signer. “Most people find managing their 
money boring and regard banking as a 
utility,” Moed says. “I’m not sure great 
apps will motivate people enough to 
switch.” 

Generation Y, the so-called millenni- 
als, born from the 1980s to the early 2000s, 
may be the most fertile hunting ground. 
Almost 67 percent prefer mobile apps for 
banking, compared with 46 percent of 
baby boomers, aged 51 to 69, according to 
PricewaterhouseCoopers. A study by Via- 
com’s Scratch research unit called “Sorry 
Banks, Millennials Hate You” found 71 per- 
cent of 18- to 34-year-olds would rather go 
to the dentist than listen to what their bank 
says. 

Blomfield acknowledges that Mondo 
isn’t for everyone. “My grandmother would 
not use this bank,” he says. “But a big seg- 
ment of the population would.” 

He likens the banking behemoths to 
Blockbuster Video, while digital startups 
such as Mondo are like Netflix. With the 
right technology and open-minded regula- 
tion, Blomfield says, even as staid and en- 
trenched an industry as retail banking can 
be disrupted. “We think,” says the guy who 
doesn’t look like a typical banker, “there 
will be a generational shift in how banking 
works.” Bfci 
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You forgot your wallet, and it’s four flights up to your 
apartment in Shanghai’s French Concession. No worries. 
You’ve got your smartphone. Open Tencent Holdings’ 
WeChat, the Chinese Twitter on steroids, and tap China’s 
versions of PayPal, E*Trade, TripAdvisor, Amazon, and 
Uber rolled into a single app. Order and pay for your taxi 
and then book a restaurant where you’ll split the bill 
electronically with a friend. With a few minutes to spare, 
transfer money into the mutual fund run by e-commerce 
giant Alibaba Group Holding. See a poster for a hot new 
movie? Snap a photo of it and let search engine Baidu find 
a theater and buy you tickets for later that evening. 


Financial innovation is bubbling up around the globe, but 
China is where digital banking, investing, and lending have 
gone mainstream. Technology companies armed with finan- 
cial apps are challenging banks and other intermediaries for 
a market with 1.3 billion people and $7.8 trillion of deposits. 
Tencent’s WeChat (called Weixin in Chinese), Alibaba’s Ali- 
pay arm, and Baidu are leading the way with digital wallets 
that let consumers manage their money via their phones. 
“Financial innovation is being discussed everywhere— in 
New York, London, San Francisco, Hong Kong,” says Zen- 
non Kapron, managing director of Shanghai-based consult- 
ing firm Kapronasia. “But mainland China is where it has 
gone beyond talk and is really having an impact. What we’re 
seeing here is the future of global banking.” 

Traditional banking in China is balky, backward, and inef- 
ficient-creating ample opportunities for nimble tech com- 
panies such as Alibaba and Baidu. The huge, state-owned 
banks do some lending to consumers and private businesses, 
but they typically prefer making loans to state-owned en- 
terprises that provide implicit government guarantees. For 
consumers, the government banks offer low interest rates 
on savings accounts, making new online funds and finan- 
cial products with higher rates attractive. Banking can be 
such a Struggle in China that consumers tend to shun per- 
sonal checks and instead tote wallets bulging with 100 yuan 
($16) bills, China’s biggest banknote. “The inefficiencies of 
Chinese state-owned banks explain the innovation coming 
from the private sector,” says Duncan Clark, a former Mor- 
gan Stanley investment banker who founded and runs BDA 
China, a Beijing-based technology consulting firm. 

Kapron, who has lived in Shanghai for 11 years, has ex- 
perienced the digital revolution firsthand. “In 2004, when- 
ever I had to pay my rent, I would go to my bank, queue, 
withdraw my rent as cash, walk it across the street to my 
landlord’s bank, take a number and queue, and then even- 
tually deposit the money into his account,” he says. “Today, 



Si 

<D 

O) 


0) 

0) 

trt 


2 

"dj 

$ 



■D 

<U 

to 

nj 

n 

t 

'fD 

U) 

c 

nj 

to 


c 

o 

Q. fO 

n3 *u5 

§2 

^ * — 
U) 

diti 

c — 

^ trt 

C C 
fO O 
JQ U 


I pay my rent using Alipay from Alibaba. I invest 
using WeChat from Tencent, and I bought a mu- 
tual fund from Baidu. The landscape has com- 
pletely changed.” 

Kapron is among the 390 million people in 
China who have registered to use mobile bank- 
ing. That’s more than the population of the U.S. 
and 40 percent of the people worldwide who 
bank by phone, according to consulting firm Ac- 
centure. Chinese companies that process online 
payments have lured even more converts. Alipay 
has attracted 400 million people worldwide who 
actively use the payment system on their desk- 
tops and mobile devices, the company said in 
July. It processed $778 billion of payments in the 
year that ended in June 2014. 

Tencent’s QQ messaging service counts more 
than 815 million active users each month. Tencent 
says more than 100 million users have integrated 
their bank cards with its QQ wallet and Weixin 
Payment services. In contrast, PayPal, one of the 
first online payment systems, had 165 million us- 
ers worldwide in the latest quarter. Internet-based 
peer-to-peer lenders, meantime, made at least 
$32.5 billion in loans in China last year, almost 
quadruple such lending in the rest of the world, ac- 
cording to UK. investment bank Liberum Capital. 

China’s big banks are fighting back. Industrial 
& Commercial Bank of China, the world’s largest 
lender by assets, launched its own e-commerce 
website in January 2014 to sell jewelry, elec- 
tronics, and other retail goods along with some 
banking products. It also offers a mobile app. To- 
day, ICBC is No. 3 in sales volume behind Aliba- 
ba’s Tmall and shopping site JD.com. Chairman 
Jiang Jianqing says it took ICBC 204 days to hit 10 


■■ BLOOMBERG TIPS 


The Chatter About WeChat 

You can use the Peer Barometer (IRPB) function to 
compare Tencent, the developer of WeChat, with 
peer companies. Type 700 HK <Equity> IRPB 
<Go> on the Bloomberg Professional service. Click 
on the Markets tab to track trading. To view news 
sentiment, developments, and recent headlines, 
click on the Developments tab. For a high-level 
visualization of Tencent’s market and industry re- 
lationships, type RMAP <Go>. Type SPLC <Go> 
to map its supply chain. For Bloomberg Intelligence 
research on mobile payments, type Bl ETEC <Go> 
for the Emerging Technologies Dashboard and 
click on Payments under Featured Topics. For Bl 
research on China, type Bl CHINA <Go>. 

JON ASMUNDSSON 
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•Value beyond the news: on-the-spot market 
commentary and analysis on all issues critical to 
fixed income and money markets. 
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WeChat’s mobile wallet lets users 
transfer money between friends, pay utility 
bills, link to e-commerce site JD.com, and 
participate in a wealth management fund 
called Li Cai Tong. It also shows how much 
money you have left to spend. 



billion yuan, far less time than the seven-year average for 
a startup to reach that volume. 

The old-guard banks themselves say they can’t act quickly 
enough. Singapore-based DBS Group Holdings, Southeast 
Asia’s largest lender by assets, is already active in China. It 
sees a new opportunity from the explosive growth of online 
banking and is building an incubator in Hong Kong to find 
and develop finance startups. “An insidious consequence 
of the 2008-to-2009 global financial crisis is that our indus- 
try has been so preoccupied with issues of capital, liquidity, 
and ethical conduct that we’ve been unable to prepare ade- 
quately for the digital future,” says DBS CEO Piyush Gupta. 
“This has allowed nonbank competitors to make some of the 
biggest inroads into financial services.” 

Western financial institutions want to find out how Chi- 
na’s digital leaders have built entire ecosystems around their 
users, says Albert Chan, Accenture’s Beijing-based manag- 
ing director. Tencent, Alibaba, and others deliver scale that’s 
unimaginable— and deeply coveted— outside of China. 
“When I describe the numbers, jaws hit the floor,” Chan says. 
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China’s fintech arena has its own set of risks. 
Alibaba is investing in Jerusalem Venture Part- 
ners, an Israeli venture capital firm that runs 
a cybersecurity incubator, to work with start- 
ups and protect its payment business from hack- 
ers. Peer-to-peer financing is crowded with more 
than 1,500 lenders, not all of them sound. Ying- 
can Group, which tracks the nation’s lending plat- 
forms, found that 275 peer-to-peer lenders went 
bankrupt or had trouble repaying money last year. 

China’s yuan recorded its steepest two-day fall 
in 21 years after the People’s Bank of China said 
on Aug. 11 it will allow markets a greater role in 
setting the currency’s value. 

Mobile and Internet banks have a major weak- 
ness: Clients need an account at a bricks-and- 
mortar lender because a human teller must verify 
their identity. Alibaba affiliate Zhejiang Ant Small 
& Micro Financial Services Group is teaming up 
with a startup called Megvii to work around that 
rule. Megvii offers facial-recognition software 
based on the 1.3 billion scans China’s public secu- 
rity bureau holds. These scans could potentially 
be used to identify online banking customers, 
Megvii says. 

Regulators have indicated they’re open to in- 
novation. For one thing, digital banking leaves 
a trail that cash doesn’t. And it might help the 
Chinese government get a clearer snapshot of 
economic activity. 

In China, financial innovation can happen as 
a matter of necessity. When Jack Ma started Ali- 
baba.com in 1999, the infrastructure for online 
payments didn’t exist. Alibaba invented Alipay 
to overcome skepticism about doing business on- 
line with strangers by putting payments into es- 
crow accounts until both sides are satisfied. 

Song Fuqiang, who lives about 370 kilometers 
(230 miles) from Beijing in Hebei province, owns 
a textile business and uses Alipay every day. The 
31-year-old has even put about 40,000 yuan into 
Alibaba’s money market fund, Yu’E Bao. “Checks 
are so outdated, so few people use them,” he says. 
“I don’t bring money when I go out. I use Alipay 
to pay for everything.” 

Consultant Kapron marvels at how China’s fin- 
tech revolutionaries have upended the cautious 
approach favored by Deng Xiaoping, the leader 
who began opening China’s economy in 1978. “In- 
stead of crossing the river by feeling the stones, 
they’ve built a high-speed train,” he says. hu 

With assistance from Lulu Yilun Chen, Alfred Liu, Jun Luo, and 
William Mellor. 
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A GALLERY OF UPSTARTS 


PSYCHING OUT 
BORROWERS 

Scott Sdunders is the CEO of 
Payoff, which uses behavioral 
science to help individuals 
refinance their debt. 

BY TRACY ALLOWAY 



Q: Why wade into refinancing debts? 

A: The credit card companies and banks are 
perpetuating the cycle of debt. We’re reinvent- 
ing lending from the perspective of wealth 
management. We actually want people to pay 
off their loans, and we don’t want them to get 
a second, third, or fourth loan from us. We 
want to help people cross the chasm from a 
borrower mentality to an investor mentality, 
and paying off high-interest-rate credit cards 
is the best investment they can make. 

Q: What differentiates Payoff? 

A: Our underwriting is like an interview process that helps us un- 
derstand people’s levels of intrinsic motivation to really pay off their 
debt. We try to establish their willingness to do so, which requires 
some heart on their part. We’re also actively researching and building 
resources and tools to support motivated members who do not cur- 
rently qualify for a loan. 

Q: You've hired Dr. Galen Buckwalter, who's best known 
for his work at eHarmony. Why? 

A: Galen helped develop the matching algorithms at eHar- 
mony, which are responsible for 4 percent of U.S. marriages. 

We’re using his expertise to bring psychology to hnance. Our 
science is ultimately about behavior change and helping peo- 
ple make better hnancial decisions. This process of change 
begins with self-understanding, and we’re using advanced 
psychometric assessments to understand people’s mindsets— 
the goal being to improve how they approach their hnancial 
decisions. We’ve taken the hundreds of questions you might 
answer in a typical psychometric assessment and compressed 
them into a three-minute “gamihed” online assessment that 
gauges your hnancial personality. 

Q: How do those results play into your business model? 

A: The psychology is not factored into our underwriting today, 
but there are three behavioral things we look at. First, histor- 
ical credit performance; we get that from the credit bureaus. 
Second, cash how; we have our own approach to understand- 
ing and evaluating that component. And hnally, behavioral 
data; ideally, we get that through direct interaction with the 


Q: What's your role in the fintech revolution, then? 

It’s really about using science to empower our members by partnering 
with them to help them make better decisions. We see evidence that our 
approach will result in lower costs for us to both engage new members 
and dramatically lower overall default rates. Our fundamental bet is that 
doing the right thing for our members will pay off for them and for us. 


consumer. 
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FINTECH FOR KIDS 

Max Levchinj who co-founded PayPal^ 
has a now company. Affirm, that helps 
millennials with loans for education and 
other big-ticket items. 

BV NOAH BUHAYAR 


the push that took place back then 
was pretty awesome, but it’s quite 
outdated. 

Q: How so? 

A: What used to be a slow ramp, where 
you had your hrst apprenticeship af- 
ter college and very slowly gained 
your earning capacity ... the world just 


doesn’t look like that anymore. People 
don’t hold jobs for long. Their earning 
ability changes. They get vocational 
training through alternative learning 
platforms. Your hnancial and purchas- 
ing ability changes a lot faster than it 
used to, and your credit score should 
reflect that reality. 


Q: Why focus on lending to young people? 

A: Millennials are the largest generation of Americans— 
almost 100 million people. And they’re coming to a point 
in their collective lives when they’re graduating college, 
landing well-paying jobs, and getting apartments. 

Q: Why do you talk about transparency? 

A: A lot of the hnancial products that people can have to- 
day, they’re designed to be somewhere between confus- 
ing and entirely bamboozling. I think that’s going to be 
drastically reduced. People will demand extreme clarity: 
“If I don’t understand it, there is someone else who will 
offer me a clearer version.” 

Q: Where did your Journey into the lending busi- 
ness begin? 

A: I hnanced my hrst company with credit cards, much 
as my friends were doing. Having grown up in social- 
ist Ukraine, I wasn’t well educated in personal hnance. 
When the company failed in 1996, 1 had something like 
$10,000 in debt. 

Q: How dark did things get? 

A: I ended up needing a root canal only to have the 
dentist refuse me because of my credit. I was hanging 
around Silicon Valley with this temporary hlling, terri- 
hed of opening my mouth. I wound up in an emergency 
room because it got infected. I was the caboose of the 
American hnancial system. 

Q: What did you take away from that experience? 

A: After the PayPal IPO in 2002, I was perfectly hne 
hnancially and made all the efforts to clear my name 
and credit. It took almost a decade. The FICO score 
was popularized in the 1980s. The standardization and 
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GETTING A 
GRIP ON RISK 

Ram Ahluwalia^ CEO of 
PeerlQ, says peer-to-peer 
lending's biggest 
challenge Is understanding 
and managing risk. 

BY TRACY ALLOWAY 


Q: What’s the biggest challenge in P2P? 

A: The current economic environment. There’s a lot 
of capital chasing P2P loans that offer short duration 
and high yields in an otherwise low-interest-rate and 
low- default-rate environment. There’s also no obli- 
gation for investors to fund loans; they can change 
their minds if their perceptions of risk and return 
change. P2P platforms need to ensure they have ac- 
cess to diverse and sticky sources of funding that 
won’t suddenly disappear. 

Q: What’s next? 

A: Consumer and small-business credit is transi- 
tioning to the capital markets, with bank regula- 
tory requirements a key driver of this trend. As bank 
balance sheets shrink, institutional investors and 
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A GALLEAY OF UPSTARTS 
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nonbanks are filling the gap. You are going to see dramatic growth in 
securitization and demand for risk management tools, like the ones 
we are building. I think you’ll have a very robust asset-backed-secu- 
rity market that underpins the industry growth. 

Q: What's so hard about managing risk? 

A: There is no standardized valuation methodology for P2P loans. 
There is no mark to market. Funds use different valuation ap- 
proaches. Also, there are asset and liability mismatches. Hedge 
funds may own pools of P2P loans with three- or hve-year duration 
yet only offer quarterly liquidity. These mismatches are exacerbated 
in a downturn, when redemptions tend to accelerate. PeerlQ allows 


clients to benchmark loan performance, manage portfolios, meet re- 
porting requirements, and project cash flows across scenarios. 

Q: What about derivatives? 

A: Securitization and structured products go hand in hand. The 
tools we’ve built to help institutions understand their risk can be 
used to structure and price other hnancial products, such as insur- 
ance-wrapped P2P loans. Risk transfer instruments are something 
that clients ask about and will eventually be part of a robust risk man- 
agement tool kit. Institutions and banks are more willing to fund P2P, 
potentially through a credit cycle, when they know they can manage 
their risk responsibly. 


'IT'S ALLJUST DATA' 


Eric Poirier^ CEO of Addepar^ a startup that provides wealth 
management software, aims to get banks be/ond spreadsheets. 



BY MARGARET COLLINS 
AND SIMONE FQXMAN 

Q:How are you disrupting finance? 

A: There are $120 trillion of assets be- 
ing managed in the world. The most 
common infrastructure for managing 
those assets? Spreadsheets run by peo- 
ple. The technology just hasn’t kept 
pace. At Addepar, we’ve built tech- 
nology that gathers data describing 
all the assets in a given portfolio. It 
doesn’t matter if you’ve got stocks and 
bonds, investments in private equity 
and hedge funds, or even art and wine. 
From our perspective, it’s all just data. 
Q: What's your biggest challenge? 

A: There are no data standards across the 
banks; Fidelity, Schwab, Goldman, and 
JPMorgan will each represent data dif- 
ferently. We throw a lot of technology at 
that problem. Most banks have a mas- 
sive “tech stack,” many parts of which 
were built decades ago. The budgets as- 
sociated with that are massive. But if 
you’re running a wealth management 
group, your primary concern should be: 
Is my team happy, healthy, and grow- 
ing? Are the clients happy, healthy, and 
growing? 

Q: What's the secret weapon? 

A: Amazon’s Cloud is a big one. At the 
end of the day, these are just a bunch 
of servers in a building somewhere be- 
ing managed by people, and they keep 
coming up with new tools for us. For in- 
stance, say you just need to run a quick 
calculation. We can now spin up a 
server for a second, do something, and 
then shut the server down— and you 
don’t have to pay for it if it’s off. So if I 
have a whole bunch of data coming in at 
a certain point in the day, I crunch that 
data and then shut the server off. 
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Since the financial crisis, central bank 
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and correlations of most investments- 
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the asset class? Has the utility of real assets 
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It's not hard to 
enter this market. 

But be warned: 

For every 
rocket, like the 
cybersecurity 
phenomenon 
HACK, there are 
a whole lot of 
zombies. 


WWO W^NTS TO STAPT AN ETFT 



STM ' ^TINGAN 

EXCHANGE-TRADED 
FUND IS A LITTLE LIKE 

1 AUNCI ^ING 

A I ^OCK I^= T. 

There are lots of different contractors and 
regulations. There are plenty of crashes. 

Andrew Chanin, the 30 -year- old founder 
of New York-based PureFunds, watched 
two of his first three ETFs fail before reach- 
ing Earth orbit. They liquidated because 
they couldn’t gather enough assets to cover 
expenses. A third fund barely made it aloft; 
it still has just $3.9 million in assets. 

Chanin kept at it. In November, he 
launched the PureFunds ISE Cyber Secu- 
rity ETF (Symbol: HACK). By July, HACK 
had attracted $1.4 billion— one of the fast- 
est ascents in ETF history. 

It got lift from a well-timed computer 
breach. Just 12 days after HACK started 
trading, news broke that malefactors had 
looted the computer network at Sony Pic- 
tures Entertainment, taking terabytes of 
data, including Social Security numbers, 
salary figures, and e-mails that exposed the 
film studio’s leaders as the petty backbiters 


non-U.S. IPOs), and TAN (solar). 

There are 6,500 ETFs in the world, with 
$3 trillion of assets under management. A 
new one rolls out, on average, every busi- 
ness day. The industry is surging, for a 
variety of reasons. Investors are dump- 
ing mutual funds for ETFs, which have a 
reputation for lower fees (though mutual 
funds are catching up, and some Vanguard 
funds are cheaper). Even better, ETFs can 
be bought and sold like equities during 
the trading day, and they have tax advan- 
tages because ETF shares are created and 
redeemed in kind and thus almost never 
produce capital gains for shareholders. 

Like the cheapest mutual funds, almost 
all ETFs are driven by indexes. With such 
scant fees, it’s hard to pay human manag- 
ers, and, thanks to index evangelists like 
John C. Bogle, the founder of Vanguard, 
many people think managers aren’t worth 
the money. 

But Bogle has never rolled out indexes 
like these. Take GURU— the Global X Guru 
Index ETF. It tracks the Solactive Guru In- 
dex built by Solactive AG, in Frankfurt. The 
gurus in this case are hedge fund manag- 
ers, the alpha dogs who move billions in 
and out of stocks based on their wits and, 
sometimes, their whims. 

A group at Solactive called the Index 
Committee compiles a list of hedge funds 


In the worst cases, the index alche- 
mists are preying on Bogle-headed in- 
vestors who think indexes are always safe 
and cheap, says Chris Abbruzzese, chief 
investment officer at Rain Capital Man- 
agement, which oversees $250 million in 
Portland, Oregon. “Just because some- 
thing tracks an index doesn’t mean that 
the index doesn’t have its own tortured 
logic,” Abbruzzese says. 

Gary Gordon, president of Pacific Park 
Financial in Ladera Ranch, California, is 
more charitable. He says the biggest prob- 
lem with ETFs is liquidity. Some of the 
small ones trade so infrequently that they 
are hard to sell if you own them. 

That’s the dirty secret of the ETF in- 
dustry. All of the innovation has led to a 
lot of failure. Many ETFs are zombies. 
They stagger on with few assets and lit- 
tle trading. Take ProShares UltraShort 
Telecommunications, ticker symbol TLL. 
The fund, which lets investors make a 
bet that telecom shares are going to cra- 
ter, has $146,000 of assets, and some days 
no shares trade. The fund started in April 
2008, so ProShares, which has 146 funds 
with total assets of $25 billion, has had 
plenty of time to market it, a tough job in 
a bull market. ProShares declined to com- 
ment on TLL, which was set to close in 
September. 


THE BOTTOM UNE: MOST ETFs LIVE IN OBLIVION. ALL THE CLUNKERS SHOW jUST 

HOW REMARKABLE HACK IS. AND CHANIN KNOWS LUCK PLAYED A BIG PART. 


everyone imagines Hollywood big shots to 
be. Relentless coverage made computer 
security look like a crucial and immediate 
concern. And its ticker symbol advertised 
HACK as the way to play it. 

PureFunds had, and still has, just one 
employee: Chanin, who looks like Fer- 
ris Bueller in a suit. He was compet- 
ing against the biggest ETF companies 
around: BlackRock, Vanguard, and State 
Street. But Chanin was first to market 
with a computer-security ETF, and he 
had a perfect, memorable ticker symbol 
in an industry that is full of them: CURE 
(a health-care fund), FAN (wind en- 
ergy), CROP (agribusiness), IPO (recent 


from various sources (including this mag- 
azine, according to Solactive documents) 
and then eliminates those managing less 
than $500 million, making that the guru 
cutoff. Also, the largest holding must be at 
least 4.8 percent of the fund, and the man- 
ager can’t change more than 50 percent of 
the portfolio in a quarter. Then Solactive 
takes the top holding from each of those 
funds and puts them in an index. 

But is it really an index, or is it an ev- 
er-changing list of stocks held by hedge 
fund managers, most of whom are active 
managers. Bogle’s sworn enemy? Solactive 
CEO Steffen Scheuble says it is an index, 
because the methodology is strict. 


There are so many zombie funds that 
Ron Rowland, a portfolio manager at Flex- 
ible Plan Investments in Smyrna, Geor- 
gia, chronicles them on his website. Invest 
With an Edge, in a section titled ETF Death- 
watch. “You and I could create an index in 
the next five minutes,” Rowland says. And 
because it’s an index, we can show how it 
performed during, say, the last five years, 
and then, voila, we have a track record. 

Many ETFs fail because no one ever 
hears about them, Rowland says, despite 
catchy tickers and trendy themes. It’s hard 
to stand out in a crowded field. “The bot- 
tom 50 percent of these things are untrad- 
able,” he says. Just eight ETFs accounted 
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for half the trading, in dollar volume, for 
all US. ETFs in June, Rowland calculated. 
More striking: 81 percent of all the listings 
totaled 2.4 percent of dollar volume. 

The bottom line: Most ETFs live in 
oblivion. All the clunkers show just how 
remarkable HACK is. And Chanin knows 
luck played a big part. But Chanin, a hy- 
per-driven millennial, was well prepared 
when good fortune arrived. 


He grew up in Mendham, New Jer- 
sey, and went to college at Tulane Univer- 
sity, where he joined a club called the Jobs 
Group that aimed to put members in fi- 
nance positions after graduation. During 
his senior year, a professor from the busi- 
ness school arranged for a group of stu- 
dents to go to New York for interviews. He 
signed up for one at Kellogg Group, a bro- 
kerage. On the way to the airport, Chanin 
got an e-mail list of the students scheduled 
for interviews. His name wasn’t on it. He 
called, and the professor said she had de- 
cided to take just graduate students. 

Irked, Chanin flew to New York anyway 
and showed up at Kellogg with 10 other Tu- 
lane students. They went in one at a time 
until Chanin was the only one left in the 
lobby. The hiring manager took pity on him 


and asked him in. He got the job. “It never 
hurts to try,” he says. 

At Kellogg, he became a market maker 
in ETFs, buying from sellers and selling to 
buyers and maintaining liquidity in var- 
ious funds. He loved it. After two years, 
he went to Cohen Capital Group, another 
small New York brokerage. 

He talked often with ETF issuers and 
suggested ideas for funds that Cohen 


Kris Monaco heads the ETF venture 
group at index builder ISE. HACK 
tracks an index created by ISE. 

would trade. One day, an issuer asked why 
he was giving away his best ideas. Why not 
build his own ETFs? 

He and a friend from Cohen, Paul Zim- 
nisky, considered it. “We thought you had 
to be a big banker to launch your own,” 
Chanin says. Not so. He soon discovered 
the cottage industry that existed for build- 
ing ETFs. All he needed was an idea, seed 
capital, and some money for expenses. 

Chanin and Zimnisky left Cohen and 
started PureFunds in 2010. Zimnisky be- 
came CEO, Chanin COO. They had in mind 
three ETFs: one holding diamond min- 
ers, another tracking small silver produc- 
ers, and a third made up of companies that 


service miners. Metals were soaring, so the 
new themes seemed like money magnets. 

Chanin chose a New York company 
called International Securities Exchange 
to devise his indexes. ISE has cooked up 
indexes that track things like Wal-Mart’s 
suppliers; Israeli tech stocks; and compa- 
nies that make things that are bad for you: 
gambling, cigarettes, and booze. The sym- 
bol for a now-defunct ETF that tracked 
that last index (or SINdex, as ISE sold it) 
was PUF. 

There’s little that can’t be outsourced in 
ETF-land. Chanin needed a prospectus, 
approval from the US. Securities and Ex- 
change Commission, an exchange listing, 
and a hairball of other things that go along 
with launching a regulated investment 
company, which is what an ETF is. 

He chose ETF Managers Group, in Sum- 
mit, New Jersey, to make all that happen. 
Founder Sam Masucci is trying to be a one- 
stop shop for ETF entrepreneurs. He also 
helps with marketing and sales, which is 
the toughest part for small ETFs. “ETFs are 
sold, not bought,” Masucci says. “You’re 
fighting for shelf space.” Chanin rolled out 
his three funds in November 2012. The dia- 
mond one sported the ticker symbol GEMS. 
Even so, it struggled to attract investors. 
Chanin tried to spread the word, appear- 
ing in videos on HardAssetsInvestor.com 
and other sites. GEMS and the mining ETF 
(MSXX) liquidated in January 2014. 

Zimnisky left that same month (he didn’t 
return phone calls asking for comment), 
and Chanin was on his own with one ETF, 
the tiny PureFunds ISE Junior Silver Small 
Cap Miners/Explorers ETF (SILJ). He hadn’t 
been drawing a salary since starting Pure- 
Funds; he says he lived on a single slice of 
pizza for lunch, day after day. A small-cap 
silver fund wasn’t going to pay the rent, not 
after metals plunged. But his friends at ISE 
were about to buck him a lifeline. 

Like so many other crafts, building se- 
curities indexes has become something 
of a commodity. For years, ETF sponsors 
were required by the SEC to use indexes 
invented by other firms and to keep those 
firms at arm’s length. Otherwise, a spon- 
sor could develop plans to change an index 
by adding another stock, say, and at the 
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same time instruct employees to buy the 
stock. When the change in the index was 
executed, demand would drive the shares 
higher. Keeping the fund sponsor and the 
index provider separate would mitigate the 
risk of such front-running. 

Then, in 2006, the SEC allowed Wisdom- 
Tree Investments to “self-index,” provided 
the methodologies behind its ETFs were 
rules-based and transparent. 

Self-indexing is now widespread, and 
companies such as ISE have more compe- 
tition. They have also lost some of the pric- 
ing power that brings them a chunk of an 
ETF’s fee action. ISE, for one, became an 
ETF venture capitalist, investing money to 
get ETFs up and running, in exchange for 
more of the fees. 

The idea for computer security struck 
ISE’s ETF venture team, led by Kris Mo- 
naco, in 2012. Hacking was in the news, it 
was scary, and it was untapped. “There was 
no classification for computer security,” 
Monaco says. 

He reached out to some fund sponsors, 
but no one was interested. So he shelved 
the idea. Then more hackers attacked, 
and ISE dusted it off. Index manager Mark 
Abssy started digging into the industry, 
learning about attacks and sifting compa- 
nies that defended against them. 

When you make indexes, you make 


enemies, Abssy says. ETF wonks can have 
strong opinions about what mix of com- 
panies should represent an industry. “I get 
guys calling me up with plenty of vitriol say- 
ing, ‘Why is this name in here?’” Abssy says. 

For computer security, some companies 
are obvious, like Fortinet, which makes 
mostly hardware- and software-based 
firewalls. At other companies, like Cisco 
Systems, security is dwarfed by other busi- 
nesses. But Cisco also controls 12 to 15 
percent of the anti-hacker market, Abssy 
says. Monaco and Abssy decided that both 
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Hacking HACK 

Type HACK <Equity> MHD <Go> to view 
the holdings of the ETF. As of Aug. 3, HACK 
held shares of 32 companies, and its largest 
position was in Fortinet, a Sunnyvale, 
California-based maker of firewalls. Type 
1 <Go> and then type CCB <Go> to find 
similar firms with the Company Classifica- 
tion Browser. You can use the export icon in 
the upper-right corner of the screen to drag 
and drop the stocks to a monitor you can 
save. Next, type HACK US <Equity> PORT 
/P <Go>. Type 14 <Go> 2 <Go> to launch 
the Portfolio & Risk Analytics Optimizer. You 
can use the saved monitor with additional 
cybersecurity stocks as a trade universe 
when running an optimization on the ETF’s 
portfolio. JON ASMUNDSSON 


Chanin at ISE’s New York offices. ISE 
collects a piece of the $10.5 million in 
fees HACK generates annually. 

focused upstarts and eclectic giants had to 
be included in their index. 

Computer-security companies, in their 
analysis, fell into two broad categories: 
those that made infrastructure, like fire- 
walls, and those that provided consulting 
and other services. 

The formula for picking companies in 
those categories and setting their weights 
in the fund can be seen in the methodology 
guide for the ISE Cyber Security Index, a 23- 
page Levitical document written so strictly 
that the index probably could be resur- 
rected even after an asteroid hit the Earth. 

In the midst of the research, ISE reached 
out to Chanin at PureFunds. He loved the 
idea. So ISE pressed on and published the 
methodology on Sept. 2, 2014. 

The HACK ETF launched on Nov. 12. The 
first headlines about the Sony hack hit Nov. 
24. HACK jumped as cybersecurity stocks 
rallied. Then, in February, health insurer 
Anthem said computer intruders had sto- 
len data on tens of millions of customers. 
HACK has been in orbit ever since, return- 
ing 21.7 percent from its inception through 
July 31, compared with 4.7 percent for the 
Standard & Poor’s 500 Index. 

With fees of 75 basis points and an as- 
set base of $1.4 billion, HACK stands to toss 
off fees of $10.5 million a year, shared by 
ISE, PureFunds, ETF Managers, and some 
of their service providers. In July, Chanin 
launched two new funds, one tied to mo- 
bile payments (IPAY) and another track- 
ing companies that work with so-called big 
data (BDAT). He plans to hire staff. 

Being the only game in town almost cer- 
tainly helped HACK corral assets. On July 
7, it got a competitor: the First Trust Nas- 
daq CEA Cybersecurity ETF. Symbol: CIBR. 
It had $60 million of assets after a month 
in business. 

Chanin is still blown away by how HACK 
took off. “It was timing,” he says, “and a whole 
bunch of other things that I don’t know about 
and that I wish I could bottle.” bm 


With assistance from Eric Balchunas and Michael Weiss. 
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A DECADE AGO, 
ALBERT RIVERA 
POSED NAKED TO 
ANNOUNCE THE 
BIRTH OF HIS 
POLITICAL PARTY. 


MAN 




FOCUS : SPAIN 


BY MARiA TADEO, 
ESTEBAN DUARTE, AND 
EDWARD ROBINSON 


THE MIDDLE 

NOW, HE’S GOT A 
SHOT AT BEING A POWER 
BROKER IN THE 
UPCOMING ELECTION. 


’ - ALBERT 
RIVERA 
IS A MAN 
IN A 
HURRY. 

The leader of Ciudadanos, a new centrist 
party that’s roiling Spanish politics, has 
been on the go since dawn. He’s just fin- 
ished speaking to members of the Ameri- 
can Chamber of Commerce in Spain at the 
Westin Palace, an ornate belle epoque-era 
hotel across from Madrid’s Prado Museum. 

On this July morning, Rivera, a 35-year- 
old lawyer with a made-for-TV smile, plants 
himself in a stuffed chair for an inter- 
view. He orders coffee. It’s too hot to drink 
quickly. He asks for a Diet Coke. He keeps 
eyeing the clock to make sure he doesn’t 
miss a flight back to his native Barcelona. 

Rivera finally settles down as he starts 
describing his campaign. He says it will 
usher in the most-sweeping changes in 
Spain since La Transicion almost 40 years 
ago, when the nation became a democ- 
racy again following the death of Francisco 
Franco. For all but a few years since then, 
Spain has been governed by the Spanish 
Socialist Workers’ Party (PSOE) or the con- 
servative People’s Party (PP), led now by 
Prime Minister Mariano Rajoy. 

Battered by corruption scandals and 
the fallout from Europe’s worst real es- 
tate crash, the Spanish people are looking 
for new leaders. In the run-up to a gen- 
eral election that will be held before the 
end of the year, 31 percent of likely voters 
say they plan to cast their ballots for Ciu- 
dadanos (13 percent) or another challenger, 
Podemos (18 percent), according to aver- 
aged results of three polls conducted in late 
July and early August. 

With these relative newcomers poised 
to change a two-party system into a 
coalition-based one, Rivera says Europe’s 
fifth-largest economy is entering a “second 
transition.” “We’re going to fix what’s been 
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SPAIN 


broken,” Rivera says in the calm but intense 
manner that’s become his hallmark on the 
hustings. “The middle class has suffered; 
it’s been broken by crisis. My goal is to lead 
a government that will reform Spain.” 

Ciudadanos (which means citizens) is one 
of a crop of new political movements upend- 
ing the euro zone as its leaders struggle to 
hold the 16-year-old bloc together. Unlike 
the right-wing National Front in France, 
left-wing Syriza in Greece, or Podemos, the 
anti-austerity Spanish upstart led by uni- 
versity lecturer Pablo Iglesias, Ciudadanos 
embraces no single, conventional ideology. 
Instead, the party characterizes its platform 
as cambio sensato, or sensible change. Echo- 
ing center-right parties in Europe, it advo- 
cates lowering Spain’s corporate tax rate to 
25 percent from 30 percent, capping income 
taxes at 40 percent, slashing government 
spending by merging small municipalities, 
and stoking entrepreneurship and innova- 
tion. But the party also pushes policies that 
reflect liberal or libertarian views: It wants 
to legalize prostitution and marijuana and 
invest more in education and health care. 

With his centrist approach, Rivera is 
drawing support away from both the right 
and the left. That puts him in a pretty sweet 


spot because neither the PP nor the PSOE 
is likely to win enough seats in the Cortes 
Generales, Spain’s parliament, to form a 
government. For either the PP or the PSOE, 
Ciudadanos would make a more attractive 
ally than the doctrinaire, leftist Podemos, 
says Jose Marfa de Areilza Carvajal, a pro- 
fessor of public law at the Madrid campus 
of ESADE University. “The main scenario 
is the PP will need a coalition partner, and 
that will be Ciudadanos,” he says. “In the 
second scenario, Pedro Sanchez, the young 
leader of the Socialists, wins and also turns 
to Ciudadanos. So Rivera plays kingmaker.” 

Rivera is coy about being a junior part- 
ner in a coalition. “I don’t want to be an un- 
invited guest in anyone’s government,” he 
says. “My goal is to govern.” The very fact 
that Rivera is even in a position to play a 
pivotal role is remarkable for a man who 
unveiled Ciudadanos in 2006 by posing 
nude, his hands modestly forming a fig 
leaf, on campaign posters that proclaimed 
“Ha nacido tu partido” (“Your party has 
been born”). 

Ciudadanos was founded by Barcelona 
intellectuals who opposed Catalan inde- 
pendence. Rivera, an athletic man who 
won swimming championships in high 
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school, was working as an attorney at La 
Caixa, now CaixaBank, the Catalonia re- 
gion’s No. 1 lender by assets. A gifted pub- 
lic speaker, Rivera jumped into the fray and 
won the party’s presidency. But Ciudadanos 
had trouble gaining traction. It won three 
seats in the Catalonian parliament in 2006; 
four years later, it still had three. 

Then the bottom fell out of Spain’s run- 
away construction market. Beginning in 
January 2011, the economy contracted for 
10 consecutive quarters. Unemployment 
peaked at 27 percent in March 2013; more 
than half of all Spaniards under 25 were 
jobless. Rajoy, a stern Galician who be- 
came prime minister in December 2011, 
scrambled to enact German-style auster- 
ity, breaking a raft of election promises. 
He made it easier for companies to fire em- 
ployees and harder for unions to negotiate 
contracts across entire industries. 

Rajoy’s measures curbed wage inflation 
and made Spanish companies more com- 
petitive, according to the Organization for 
Economic Cooperation and Development. 
Even though the employment picture has 
improved by only a few percentage points, 
the economy has grown steadily since Sep- 
tember 2013— up 1 percent in the second 
quarter of this year over the previous quar- 
ter. Spain is now outperforming Germany, 
France, and even the UK. 

Javier Maroto, a PP deputy secretary, 
. says Ciudadanos, with zero experience 
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PMl Analytics on Spain 

To get insight into changes in Spain s 
economy, you can use PMl data compiled 
by Markit Economics. PMl economic 
indicators are based on monthly surveys of 
purchasing managers and other executives 
at representative companies in more than 
30 countries, including Spain. Type ECST 
<Go> on the Bloomberg Professional 
service. Tab in to the field, enter SPAIN, 
and click on the matching Countries item. 
Scroll down in the left panel and click on 
the plus sign to the left of Surveys/Cyclical 
Indicators to expand the list. Expand the 
Business Conditions list and then click on 
PMl Surveys to display the data. Eor more 
information on the surveys and data, type 
PMI<Go>. JON ASMUNDSSON 


The Long Haul 

Stiff austerity measures have helped Spain 
slowly get out from under the wreckage of 
Europe’s worst real estate crash. 


GDP Growth (Quarter over quarter) 

The economy has been expanding i 
faster than the U.K’s. — ! — ^ 
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legislating in the Spanish parliament or 
even managing a municipality, is ill-pre- 
pared to steer economic recovery. “We need 
experienced managers willing to roll up 
their sleeves and get the job done,” he says. 

Angela Ballester, a member of Podemos’s 
executive committee, says Rivera’s conve- 
nient embrace of policies of the left and 
right won’t result in fundamental change. 
“Ciudadanos represents old politics with 
a new look,” she says. “Instead of being an 
old guy in a suit, it’s a younger face. But 
those are superficial tweaks. Their pro- 
posals are no different to those of the old 
parties.” 

Even if that’s true, the big parties face a 
massive challenge. Almost 5 million people 
remain out of work. A cascade of corrup- 
tion scandals involving the PP has out- 
raged Spaniards. In a high-profile case, an 
investigating magistrate said he found ev- 
idence that could show that two former PP 
party treasurers, Luis Barcenas and Alvaro 


Lapuerta, were making unlawful payments 
out of a slush fund; a trial is scheduled for 
next year. Lapuerta’s lawyer, Cristobal 
Martell, says his client did nothing illegal. 
Barcenas, who has admitted to running 
the fund, accused Rajoy of accepting about 
€250,000 ($273,000) in illegal payments. 
Rajoy has denied any wrongdoing. 

A poll published on Aug. 5 by CIS, a gov- 
ernment research arm, showed that 54.3 
percent of Spaniards say they have “no 
faith” in Rajoy. In municipal elections 
in May, the PP suffered its worst drub- 
bing in 20 years. It lost the mayorship of 
Madrid to Manuela Carmena, a human 
rights lawyer elected under the ban- 
ner of Ahora Madrid, a group backed by 
Podemos. Ciudadanos won 74 of 1,248 
seats on regional councils— a numerically 
small but nonetheless breakout showing. 

With the election approaching, Rivera 
faces a crucial test. The PP, the PSOE, and 
their allies in business, the media, and the 
civil service will deploy political machines 
to attack the insurgent parties, says Ken- 
neth Dubin, a political scientist at Anglia 
Ruskin University in Cambridge, England. 
For Ciudadanos to take off, Rivera must 
demonstrate that it’s a national force and 
not simply a regional player. “Rivera can be 
a kingmaker only if his party wins seats,” 
Dubin says. 

For his part, Rajoy compares the PP’s 
decades of experience in government or 
opposition with Podemos’s and Ciudada- 
nos’ “15 minutes.” He likes to link Podemos 
to Syriza’s stewardship of Greece’s crater- 
ing economy. “Is that the change that the 
new Spanish parties of extreme left are of- 
fering?” Rajoy said on July 11. Ciudadanos, 
he said, is “weightless ... like soap bubbles.” 

At the Westin Palace, an undaunted 
Rivera is arguing that his message of com- 
petence and integrity will resonate with 
voters. “The party system is corrupt and 
lacks transparency,” he says. “Podemos is 
promising the impossible. How about we 
go for the middle ground? How about if 
we try and fix the system without destroy- 
ing it?” For him, the election is about more 
than getting elected. “We need to under- 
stand that this isn’t about just forming the 
next government,” he says. “It’s about cre- 
ating a new era for Spain.” bu 
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ABACO, BAHAMAS 

Gumelemi Cay. Private island, 8 acres with 3 private beaches part 
of the Bakers Bay Golf & Ocean Club community Just a 1 minute 
boat ride to golf, fine dining and more. WEB; 25EWS7. 
$17,900,000 US. George.Damianos@SothebysRealty.com 

Damianos Sotheby’s International Realty 
+1 242.424.9699 | SIRbahamas.com 



SONOMA, CA 

Approx 140 acre ranch, 11,800 sf home with 6 BR, lake, beach, 
softball diamond, tennis court, gardens, pool and managers 
building. 15 mins to Sonoma Plaza, 60 mins to San Erancisco. 
WEB: 0243305. Price upon request. Donald Van de Mark. 

Sotheby’s International Realty Wine Country Brokerage 
+1 707.337.2227 | SonomaRanchEstate.com 



LAKE SUNAPEE, NH 

Located on a point with 1.7 acres, two lots, main house with 
5 BR, guest house with 2-3 BR. Both beautifully finished and 
maintained. Two shp boathouse. Dock and sandy swimming. 
$5,995,000. Bo Quackenbos. 

Four Seasons Sotheby’s International Realty 
+1 603.763.5700 | birchpointsunapee.com 



DALLAS, TX 

New construction with estimated completion in Pall 2015, this 
home is in THE iconic location in University Park, TX. Stunning 
views to the creek, wonderful appeal, presence, quality, style. Built 
by SignificantBuilding.com. $4,495,000. info@beckyfrey.com 

Briggs Freeman Sotheby’s International Realty 
+1214.536.4727 | bfsir.com 



ROSS, CA 

Premier new construction (artist rendering) on 3.3 acres with flat 
lawn, infinity pool, and breathtaking views. Stunning modern 
design, 5 BR, 4.5 baths, 5,500 sf Available October 2015. 
$8,000,000. Jenny Mattson. 

Decker Bullock Sotheby’s International Realty 
+1 415.786.6183 | deckerbullocksir.com 



NEW CANAAN, CT 

New construction in sought-after location. 8,500+ sf on 
3 finished floors. 3,000 sf more in the unfinished lower level. Plat 
2.06 landscaped acres with room for pool site & tennis. 1 hour to 
Manhattan. $4,949,000. Robert Blosio. 

William Pitt Sotheby’s International Realty 
+1 203.249.7164 | williampitt.com 
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NEW YORK, NY 


Instant lifestyle and glamour await you in this fully furnished 
residence in one of Pifth Avenues most exclusive white-glove 
co-ops. WEB: 00110148. $22,000,000. A. Koffman and J. Janssens. 

Sotheby’s International Realty 

East Side Manhattan Brokerage 

+1 212.606.7688/606.7670 | sothebyshomes.com/nyc 



NORTHEAST WASHINGTON STATE 

A retreat sited upon 900 acres. A 150 acre private lake reflects a 
12,000 sf log home, adjacent 8,000 sf spa pavilion and pool house. 
Includes recreational and maintenance vehicles. Hehpad with 
PBO airports nearby. $11,000,000. Michael X. Pord. 

Realogics Sotheby’s International Realty 
+1 206.448.5752 | BuckQuarterRanch.com 



SONOMA, CA 

Tuscan-style, approximately 3,300 sf residence with detached 
1 BR, 1 bath guest house. Syrah vines, olive trees, views, pool with 
pavilion. Total of approx 12.34 acres. WEB: 0243814. $6,795,000. 
Brenda Brooks. 

Sotheby’s International Realty Wine Country Brokerage 
+1 707.935.2298 | CypressHillFarmSonoma.com 



NEW CANAAN, CT 

Vintage charm combined with renovated open floor plan 
overlooking breathtaking pool and exquisite gardens, yielding a 
spa-like feel within minutes to town. 4-car garage affords a car 
lovers dream. 2.3 acres. $2,450,000. Christine Williams. 

William Pitt Sotheby’s International Realty 
+1 203.856.7559 | williampitt.com 



NEW YORK, NY 

View spectacular sunsets or be bathed in natural light through 
floor to ceiling windows from this split 2 BR, 2.5 bath condo. 
WEB; 00110223. $2,895,000. Pauline Evans & Rebecca Cavallaro. 

Sotheby’s International Realty 

East Side Manhattan Brokerage 

+1 212.400.8740/606.7641 | sothebyshomes.com/nyc 



JACKSON HOLE, WY 

Ranch 10 of the Bar B Bar features approximately 98 acres with 
live water, Teton views. Snake River frontage, wildlife, meadows, 
mature trees, unsurpassed privacy and proximity to Jacksons 
amenities. Price upon request. TomEvansRE@JHSIR.com 

Jackson Hole Sotheby’s International Realty 
+1307.739.8149 | jhsir.com 


© MMXy Sotheby’s International Realty Affiliates LLC. a Realogy Company. All Rights Reserved. Village Houses, used with permission. Sotheby’s International Realty^ is a registered 
trademark licensed to Sotheby’s International Realty Affiliates LLC. An Equal Opportunity Company. Equal Housing Opportunity. Each Office is Independently Owned and Operated. 
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Enhanced CMBS Presale Reports 


At Fitch Ratings, our CMBS analysts leverage 
independent thinking and rigorous analytics to 
develop balanced and insightful ratings, surveillance 
tools and presale reports. We also continually meet 
with market participants to ensure our offerings 
meet changing needs. 

That’s why we’ve enhanced our U.S. CMBS presale 
reports to put more comprehensive deal information 
right at your fingertips. 
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Picking Stocks by 

Watching Bonds 

Sandy Rufenacht’s Aquila Three Peaks Opportunity Growth 
Fund beat 99 percent of peers during the past three years 
BY JON ASMUNDssoN by buying shares in companies that pay down debt. 


SANDY RUFENACHT is a bond guy who figured 
out stocks. 

The co-manager of the Aquila Three Peaks Op- 
portunity Growth Fund says his high-yield-bond 
research leads him to companies whose stocks are 
primed to rise. “We find these ideas in advance of 
the equity market ” he says. 

Rufenacht’s approach is based on something he 
calls “return on debt paydown.” The idea goes like 
this: Starting with companies that have high-yield 
bonds outstanding, identify the ones that plan to 
pay down debt and generate enough free cash flow 
to do so. Over time, as a company trims borrowing, 
debt-servicing costs decline, and more cash drops 
to the bottom line. Then, thanks to an improved 
credit profile, the company can get rid of restrictive 
covenants and refinance. “With the new bond pro- 
ceeds, they now do something that gets the equity 
market’s attention,” Rufenacht, 50, says. “They buy 
stock back. They pay a dividend. They increase the 
dividend. Or they do an accretive acquisition with 
very cheap cost of financing— and the stock flies!” 

The $393 million Aquila Three Peaks fund, which 


Rufenacht oversees with co-manager Zach Miller, 
has grabbed on to some of those flying stocks, to 
judge by its track record. For the 12 months ended 
on Aug. 3, the fund’s institutional share class gained 
17.1 percent. That topped 94 percent of peer funds, 
according to data compiled by Bloomberg. For three 
years, the Aquila Three Peaks fund rose 24.8 percent 
annually on average, beating 99 percent of similar 
funds. For five years, the fund gained 19.5 percent 
annually, which was better than 98 percent of peers. 

A NATIVE OF Imperial, Nebraska, Rufe- 
nacht has bond roots that go back two de- 
cades. He managed the Janus High-Yield 
Fund from its launch in 1995 to 2003, when 
he left Janus Capital Group to start Three 
Peaks Capital Management. The Castle 
Rock, Colorado-based firm now oversees 
about $750 million in assets. In 2006, Rufe- 
nacht started a high-yield mutual fund for 
Aquila Group of Funds, a New York-based 
municipal bond shop. He’d been manag- 
ing stocks for clients in separate accounts 


SANDY RUFENACHT 

FOUNDER AND CIO, 

THREE PEAKS CAPITAL 
MANAGEMENT 

> Looks for high-yield issuers 
with free cash flow. 

> Seeks companies that plan to 

pay down debt. 

^ Avoids companies in cyclical 
industries. 
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I WANTED TO USE 
HIGH YIELD BUT WEED 
MY WAY THROUGH 
THE ASSET CLASS, 
RUFENACHTSAYS. 


at Three Peaks. So in October 2010, he took the reins 
at Aquila’s equity fund, changing its strategy. 

Rufenacht says his equity strategy comes out of 
the conservative approach to high yield he devel- 
oped at Janus. Its main aim, he says, is to avoid de- 
faults. “I wanted to use 
the asset class but weed 
my way through it,” he 
says. 

To do that, Rufenacht 
focuses on four things. 
First, he buys only true 
high-yield bonds, not 
other securities such as 
convertibles that junk- 
bond investors some- 
times buy. Second, he avoids companies in cyclical 
industries that tend to end up with too much debt 
when the economy turns down. “I instead try to 

find anti-recessionary types of industries 

like the supermarkets, cable, health care- 
even the casino industry historically,” he 
says. Third, he aims for shorter duration 
than the benchmark to reduce risk from 
rising rates. Fourth, he seeks companies 
that have articulated a desire to pay down 
debt— or have the ability to do so. “What 
Tm really looking for is that they’ve got this free cash 
flow,” Rufenacht says. “Debt doesn’t merely stay 
flat, but it actually goes down because they take the 
checkbook out and they pay off bank debt.” 

Rufenacht says that the approach enables him 
to find companies with “the perfect balance sheet.” 
Such firms “have enough leverage to propel share- 
holders’ equity, but not so much leverage that 
they’re looked down on in the high-yield market.” 

Consider Sealed Air, for example. Back in 2011, 
the maker of Bubble Wrap packaging bought Di- 
versey Holdings, a maker of cleaning products, in 


TIP BOX 

Type CAST 
<Go> for the 
capital structure 
of a selected 
company. 


a $4.3 billion deal. Before the acquisition. Sealed 
Air had about $2 billion in bonds and loans. After- 
ward, its total debt jumped to $5.9 billion. 

The next year, the company announced that 
cutting debt was one of its main goals. “Sealed Air 
even linked a significant portion of CEO compen- 
sation to achieving its debt-reduction goals,” Rufe- 
nacht says. In mid-2012, when the fund first bought 
Sealed Air shares, the stock traded at about $15. 

ONE OF THE bonds that Sealed Air sold in 2011 to 
finance the Diversey acquisition was a $750 million 
issue of 8.375 percent senior notes due in 2021. It 
was the company’s most restrictive bond. Miller, 
29, says. Among its covenants was a so-called lim- 
itation on restricted payments. Commonly called 
an RP basket, the covenant constrained the pot of 
money that Sealed Air could use to pay dividends 
or buy back stock. 

In 2014, the company offered to pay 

a consent fee to loosen the covenant, but 
bondholders rejected the proposal. “We 
knew that the writing was on the wall that 
Sealed Air was committed to executing 
a large share repurchase program,” Miller 
says. So the fund bought more shares, he 
says. This June, the company got rid of the 
bond in a mandatory tender offer. In July, Sealed 
Air, whose market value was $11 billion, announced 
that it would buy back up to $1.5 billion of its stock. 
Shares traded at $53.51 on Aug. 3, having risen about 
50 percent a year since the fund first bought them. 

Rufenacht says that at its root, the strategy draws 
on a simple premise. “I’m from a small town in Ne- 
braska,” he says. “When you borrow money, you 
pay it back.” That’s always a good thing, he says. 


Jon Asmundsson is Strategies editor of Bloomberg Markets. 
jasmundsson@bloomberg.net 


TRACKING HIGH YIELD 

Sandy Rufenacht says that some investors don’t appreciate how intercon- 
nected the bond and stock markets are. “I’ll hear someone talk negatively 
about the high-yield market but be very boisterous about the equity market,’ 
he says. “I’m like, ‘You cannot say that.”’ In fact, Rufenacht says, what hap- 
pens in high yield is a leading indicator of what’s coming in stocks. To track 
the high-yield market, type FICM HY <Go> on the Bloomberg Professional 
service for the Fixed Income Credit Monitor function. JON ASMUNDSSON 
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Using Warren Buffett’s 
Metric to Gauge Markets 

BY CONSTANTIN COSEREANU, CFA 


MANY MARKETS AROUND the world look like 
they’re near peak valuations when analyzed with 
traditional fundamental and technical measures. 
An analysis that Warren Buffett prefers, however, 
suggests that stocks in some markets may still have 
room to rise. 

Buffett, the 85-year-old CEO of Berkshire Hath- 
away, likes to compare a country’s market capital- 
ization with gross domestic product to get a sense 
of whether stocks are overvalued or not, according 
to Alice Schroeder’s The Snowball: Warren Buffett 
and the Business of Life. 

To create such a gauge for a particular country, 
what you need are the tickers for its market cap and 
its GDP. To find market cap tickers, type WCAP <Go> 
on the Bloomberg Professional service. For example, 
let’s take a look at Spain, whose benchmark index 
rose 9.6 percent this year through Aug. 3. To chart 
its market cap, type 15 <Go> and click on WCAUS- 
PAI <Index> GP <Go>. As of Aug. 3, the total value of 
stocks listed in Spain was $768 billion. 

TO FIND THE ticker for Spanish GDP, type SPAIN 
GDP on the command line of a Bloomberg screen 
and click on the World Bank Spain GDP in Current 
USD item in the list of matches 
that appears. The ticker is 
WGDPSPAI <Index>. 

You can use the Custom In- 
dex Library (CIX) function to 
create a ratio of the two data 
items in a custom metric. Type 
CIX <Go>, click on the Create 
CIX button, and select Cus- 
tom (CIXN). In the TICKER 
field, enter a ticker, such as 
SPMKTGDP. In the NAME field, 
enter a name. Then, in the large 


field, enter a formula for your index using standard 
mathematical operators. To track Spain’s market cap 
divided by its GDP, enter (WCAUSPAI Index/1000)/ 
WGDPSPAI Index. (The market cap data is in mil- 
lions of dollars, so dividing by 1,000 scales it into 
the same terms as the GDP data, which is in bil- 
lions.) To finish, click on the Create button. 

You can now use your index in Bloomberg analyt- 
ics. Type .SPMKTGDP <lndex> GP M <Go> to graph 
it. As of Aug. 3, the valuation 
metric was 40 percent lower 
than its 2007 peak, suggest- 
ing the market still has room 
to rise. In addition to the in- 
dexes you create, you can use 
some ready-made Buffett-style 
indexes that we’ve created for 
a number of major markets. 
For tickers, see the table at left. 


Constantin Cosereanu, CFA, is a portfolio 
and risk specialist at Bloomberg in 
London, ccosereanu@bloomberg.net 


TRACKING MAJOR MARKETS 

THESE READY-MADE INDEXES LET YOU 
COMPARE VALUATIONS BUFFETT STYLE. 


I^BRAZIL 

.BZMKTGDP <lndex>"^ 

CANADA 

.CAMKTGDP <lndex> 

CHINA 

.CHMKTGDP <lnde“ 

GERMANY 

.GEMKTGDP <lndex> 

INDIA 

.INMKTGDP <lndex> 

JAPAN 

JPMKTGDP <lndex> 

RUSSIA 

.RUMKTGDP <lndex> 

SWITZERLAND 

.SWMKTGDP <lndex> 

U.K. 

.UKMKTGDP <lndex> 

U.S. 

.Us'l^KTGDP <lndex> 


Type CIX <Go> 

1 <Go>1 <Go> 
to create a custom 
index for a particular 
market that 
interests you. 
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Hedge Funds 


HFND<Go> 

is the Hedge Fund 
Home Page, which 
lets you download 
accredited-investor 
and qualified-purchaser 
questionnaires to 
request access 
to restricted funds. 


FSRC <Go> 


FLNG <Go> 

lets you analyze 13F 
filings for a selected 
hedge fund manager 
and aggregated filings. 


FMAP <Go> 

displays a pie chart 
that lets you analyze 
fund performance. 



* PORT <Go> 1 

lets you analyze portfolio and fund performance 
including alpha, characteristics, risk, and more. 


lets you search for 
funds that match 
criteria you specify. 


FREP <Go> 

lets you generate 
reports on the 
performance of 
a selected fund. 


HFA <Go> 

lets you analyze fund 
performance. 


Nl HEDGE <Go> 

displays headlines of 
news stories related to 
hedge funds. 


BRIEF <Go> 

enables you to 
subscribe to the Hedge 
Funds and Hedge 
Funds Europe 
Bloomberg Brief 
newsletters. 


BAIF <Go> 

lets you rank return 
and risk data for 
Bloomberg Active 
Indices for Funds. 


FSTA <Go> 

lets you analyze the 
style of a selected 
fund versus a 
benchmark. 


FSCO <Go> 

scores hedge funds by 
size or performance. 


HFNI <Go> 

lets you access hedge 
fund indexes. 


BEMS <Go> 

displays information 
about Bloomberg’s 
Execution 

Management System. 


XLTPXRSK<Go> I 

lets you download 
a spreadsheet that 
displays key risk metrics 
for a selected hedge 
fund or fund of funds. 


BGIN <Go> 

displays information 
about Bloomberg’s 
Asset and Investment 
Manager tools for 
portfolio management, 
trading, and operations 
at new hedge funds. 


BVIP <Go> 

provides information 
about Bloomberg’s 
BVAL Derivatives 
evaluated pricing 
service. 


MARS <Go> 

enables you to manage 
risk for, stress-test, 
and perform scenario 
analysis on a 
multiasset portfolio 
that includes 
derivatives. 


FIT <Go> I 

lets you access 
Bloomberg’s 
electronic-trading 
platform for U.S. rates 
and a range of 
sovereign bonds. 


FXGO <Go> 

lets you access 
information on 
Bloomberg’s 
electronic-trading 
platform for foreign 
exchange, deposits, 
and precious metals. 


MNDS<Go> 

allows enabled users 
to screen for 
investment mandates 
from pension plans, 
endowments, and 
other allocators. 
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Is the Worst Over for China’s 
Stock Markets? Probably Not 

BY JING HUI HENG 


CHINA’S CSI 300 Index plunged 31 per- 
cent from June 12 to July 8. Yet, even af- 
ter that drop, the benchmark remained 68 
percent higher for the year through July 8. 

So is the worst over for China’s stocks? 

Here are some tools and data you can use 
to assess the market. 

To start, let’s compare the stock index 
with a monthly estimate of China’s gross 
domestic product. First, type SHSN300 
<lndex> GP <Go> on the Bloomberg Profes- 
sional service to graph the market bench- 
mark. For a five-year chart, click on 5Y. 

Click on Security/Study and then on Add 
Security. Enter CHINA MONTHLY GDP in 
the field that appears. Click on the China 
Bloomberg Monthly GDP Estimate YoY item 
for data generated by a Bloomberg econo- 
metric model that estimates monthly GDP numbers 
based on the relationship between actual quarterly 
GDP figures and monthly indicators such as indus- 
trial production and electricity generation. 

The two gauges showed similar, slightly down- 
ward trends from late 2010 to mid-2014, when they 


~n Save As... ID Table 
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Type HVG <Go> to graph realized volatility, whioh hit highs in July. 


diverged. That suggests that the big rally and the 
crash weren’t driven by fundamental changes in 
the economy. 

WITH A LOT of speculation in the market, volatil- 
ity is likely to be high. To track swings in the bench- 
mark, type HVG <Go> for the Volatility Comparison 
function. Click on the arrow to the right of Period, se- 
lect Daily: 5 Years, and press <Go> to chart five years 
of data. Realized volatility hit highs this year, with 
30 -day volatility reaching 68 percent on July 27. 

One of the causes of the spike in volatility has 
been investors ramping up borrowing to buy stock. 
To track data on margin lending, type ECST <Go> 
for the World Economic Statistics function. Click 
on the Search button on the red tool bar and enter 
SHANGHAI MARGIN in the SEARCH TEXT field. 
In the list of matches, click on the CN Shanghai SE 
Outstanding Balance of Margin Transactions Mar- 
gin Purchase item. Then press <Go>. To graph the 


TypeSHSNSOO 
<lndex> GP 
<Go> to chart the 
CSI 300 Index. 


TIP BOX 

Type Bl 

CHINA <Go> 

for Bloomberg 
Intelligence’s 
China research. 
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TypeSHSNSOO 
<lndex> GWGT 
<Go> to analyze 
industries in the index. 


margin data, right click on 
the result and select GP- 
Price Graph. 

With regulators tighten- 
ing margin requirements, investors have been 
forced to sell off shares of stocks that aren’t 
halted to cover margin calls. (Amid the rout, 
many companies suspended trading in their 
shares.) As a result, the amount of margin out- 
standing dropped 44 percent from mid-June 
to Aug. 3. However, it remained 191 percent 
higher than it had been a year earlier. That 
still poses risks. 

From a macro perspective, China’s market 
appears to be in an unstable position. Taking 
a top-down approach to analyzing the CSI 300 
shows that high valuations remain. 


FOR A BREAKDOWN of the CSI 300 by indus- 
try, type SHSN300 <lndex> GWGT <Go>. To look 
at how performance stood immediately after 
the crash, enter 07/10/2015 in the AS OF field. To 
add a column showing performance during the 
12 months ended on that date, tab in to the field 
to the right, enter TOTAL RETURN, and click on 
the match. In the field that appears, select Last 
Close-1 Year. Then press <Go>. To track how the 
industries performed peak to trough during the 
crash, enter TOTAL RETURN again in the field 
to the right of the date and select the item. Select 
Customize Period.... In the Custom window that ap- 
pears, click on the circle to the left of By Exact Date. 
Enter 06/12/15 and 07/08/15 and click on Update. 
For the one-year period, all sectors rallied. In the 
recent selloff, the largest drop was in information 
technology companies. 

To dig into the members of that tech index, type 

SZ399915 <lndex> MEMB <Go>. In the AS OF field. 
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most in the crash. 
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TypeCNMLBM <lndex> GP <Go> to chart Shanghai margin. 


enter 07/10/2015. Enter PE in the field to the right 
and click on the Price Earnings Ratio (P/E) match. 
Select Current and press <Go>. To add a column 
showing forward PEs, enter PE again and click on 
the BEst P/E Ratio match. Select Blended Forward 
12 Month and press <Go>. Right click on the BEst P/E 
BF12M column heading and select Sort Descending. 

Even after the crash, price-earnings ratios re- 
mained high. As of July 10, SeaRainbow Hold- 
ing, a Haikou-based e-commerce company, had 
last traded at a price that was 5,957 times trailing 
12-month earnings. Given such valuations, there’s 
plenty of scope for further share price drops. 

Government intervention after the crash has 
momentarily stabilized the market. Yet to judge by 
fundamental indicators, many of China’s equities 
appear to remain at inflated levels, with significant 
margin risk. 


Jing Hui Heng is on the staff of the Global Data department at Bloomberg 
in Singapore, jheng32@bloomberg.net 
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Is my business 
growing fast 
enough? 


Can I afford to take on more staff? 
Can I afford not to? 


Expanding your business is exciting. But taking 
it to the next level can be daunting. 

To help you grow from founder to executive, 
from small to big, you need the right information, 
knowledge and advice. 

The depth of our business experience means 
we're well placed to accompany you on that 
journey and help you to safeguard your personal 
financial future as your business takes off. 

For some of life's questions, you're not alone. 
Together we can find an answer. 
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n How can I track 
J I my fund’s active 
It n share? 


A- 

# 1 • Active share, a measure of how much an 
equity portfolio differs from its benchmark, was laid 
out in a 2009 paper by Martijn Cremers and Antti 
Petajisto, who were then both professors at the Yale 
School of Management. Calculated as one half the 
sum of the differences between the weight of each 
stock in the portfolio and its weight in the bench- 
mark, active share values range from 0 to 100. An 
active share of 0 indicates that the portfolio exactly 
mimics its benchmark, while 100 represents a 
portfolio that’s completely different from the index. 
The Portfolio & Risk Analytics (PORT) function has 
been enhanced to let you see the active share of 
your fund. Type PORT <Go> on the Bloomberg 
Professional service and click on the arrow to the 
right of Port to select a fund or portfolio. Click on 
the Characteristics tab, if it’s not already selected. 
Right click on a column heading and select Add/ 
Remove Fields. Enter ACTIVE SHARE in the field 
below Available Fields and press <Go>. Click on the 
blue plus sign to select that measure and then click 
on Update. 



FSRC <Go> enables you to screen for funds that fit your needs. 
FSCO <Go> lets you create models to score and rank funds. 
FMAP <Go> maps fund performance and risk. 

FREP <Go> lets you generate detailed reports on a selected fund. 


NEW LEAGUE 
TABLES 

The League Tables 
function has been 
redesigned to let you 
access more than 200 
standard league tables 
covering issuance of 
bonds, notes, loans, 
and stocks. In addition, 
the function has been 
integrated with the 
Fixed Income Search 


function to enable 
you to create custom 
league tables. To view 
the standard ranking of 
managers of offshore 
Chinese yuan bond 
deals, for example, type 
LEAG <Go> and click 
on All Official Bond 
& Note Tables. Scroll 
down in the list to the 
Asia section and click 
on Offshore CNY Bonds. 


SPOTTING 

OUTLIERS 

Security monitors have 
been enhanced to let 
you quickly identify price 
or volume levels that 
are unusual compared 
with historical averages. 
To add columns 
that flag outliers to 
an existing monitor, 
click on Indicators 
and select Price and 


Volume Outliers. For an 
example monitor, type 

MONITOR SAMPLE 
54803 <Go>. You can 

also turn other data into 
outlier signals. For more 
information, type DOCS 
#2073488 <Go>. 


FORECASTS FOR 
OFFSHORE YUAN 

The FX Forecasts 


function now lets 
you see forecasts for 
offshore deliverable 
renminbi. Type FXFC 
CNH <Go> 
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mean your QX60 can’t. Backup Collision Intervention is a world’s first technology that intelligently 
senses what the driver may miss when backing up — and can even apply the brakes momentarily 
to avoid a collision. Because the easiest way to stay out of trouble, is to stay away from it. 


Join us at lnfinitiUSA.com/QX60 
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WHY BUY A SINGLE STOCK WHEN YOU 
CAN INVEST IN THE ENTIRE SECTOR? 

Technology Sector SPDR ETF 

Top Ten Holdings* 


XLK - TECHNOLOGY 



Company Name 

Symbol 

Weight 

1 

Apple 

AAPL 

18.05% 

2 

Microsoft 

MSFT 

8.92% 

3 

Verizon Communications 

Ml 

4.78% 

4 

AT&T 

T 

4.61% 

5 

Facebook 

FB 

4.51% 

6 

Google A 

GOOGL 

3.86% 

7 

Google C 

GOOG 

3.73% 

8 

Inti Business Machines 

IBM 

3.72% 

9 

Cisco Systems 

CSCO 

3.49% 

10 Visa 

V 

3.24% 


* Components and weightings as of 6/30/15. 

Please see website for daily updates. Holdings subject to change. 




Potential benefits of adding Sector SPDR ETFs to your portfolio include: 

• Undiluted exposure to a specific sector of the S&P 500 

• The all-day tradability of stocks 

• The diversification of mutual funds 

• Total transparency 

• Liquidity 


Time For A 
Stock Alternative 



F-Unilc j£TFp) 

Visit www.sectorspdrs.conn 
or caii 1-866-SECTOR-ETF 


Consumer Discretionary - XLY Consumer Staples - XLP Energy - XLE Financial - XLF Health Care - XLV Industrial - XLI Materials - XLB Technology - XLK Utilities - XLU 


An investor should consider investment objectives, risks, charges and expenses carefully before investing. To obtain a prospectus, which contains this and other information, call 
1-866-SECTOR-ETF or visit www.sectorspars.com. Read the prospectus carefully before investing. 

The S&P 500, SPDRs®, and Select Sector SPDRs® are registered trademarks of Standard & Poor’s Financial Services LLC. and have been licensed for use. The stocks included in each Select 
Sector Index were selected by the compilation agent. Their composition and weighting can be expected to differ to that in any similar indexes that are published by S&P. The S&P 500 Index is an 
unmanaged index of 500 common stocks that is generally considered representative of the U.S. stock market The index is heavily weighted toward stocks with large market capitalizations and 
represents approximately two-thirds of the total market value of all domestic common stocks. Investors cannot invest directly in an index. The S&P 500 Index figures do not reflect any fees, expenses 
or taxes. Ordinary brokerage commissions apply. ETFs are considered transparent because their portfolio holdings are disclosed daily. Liquidity is characterized by a high level of trading activity. 

Select Sector SPDRs are subject to risks similar to those of stocks, including those regarding short-selling and margin account maintenance. All ETFs are subject to risk, including possible loss of 
principal. Funds focusing on a single sector generally experience greater volatility. Diversification does not eliminate the risk of experiencing investment losses. 

ALPS Portfolio Solutions Distributor, Inc., a registered broker-dealer, is distributor for the Select Sector SPDR Trust. TYPE STSP <G0> State Street Gtjobai Advisors. 




